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REINVESTMENT OF CAPITAL GAINS BY AIR CARRIERS 


FRIDAY, AUGUST 16, 1957 


Unrrep Srares Senate, 
CoMMITTEE ON INTERSTATE AND Foreign COMMERCE, 
SuBcoMMITTEE ON AVIATION, 
Washington, D. C. 

The subcommittee met, pursuant to notice, at 10:10 a. m., in room 
G-16, United States Capitol, Hon. A. 8. Mike Monroney (chairman of 
the subcommittee) presiding.* 

Senator Monronry. The Subcommittee on Aviation of the Com- 


mittee on Interstate and Foreign Commerce will be in order. 
We have before us for consideration today S. 1753 and H. R. 5822. 
(S. 1753 and H. R. 5822 are as follows :) 


{S. 1753, 85th Cong., 1st sess. ] 
A BILL Relating to the reinvestment by air carriers of the proceeds from the sale or other 
disposition of certain operating property and equipment 

Be it enacted by the Senate and House of Representatiwes of the United States 
of America in Congress assembled, That section 406 (b) of the Civil Aeronautics 
Act of 1938, as amended, is hereby amended by adding at the end thereof the 
following new paragraph : 

“In determining the need of an air carrier for compensation for the trams- 
portation of mail, and such carrier’s ‘other revenue’ for the purpose of this sec- 
tion, the Board shall not take into account gains derived from the sale or other 
disposition of flight equipment if (1) the carrier notifies the Board in writing 
that it has invested or intends to reinvest the gains (less applicable expenses 
and taxes) derived from such sale or other disposition in flight equipment, and 
(2) submits evidence in the manner prescribed by the Board that an amount 
equal to such gains (less applicable expenses and taxes) has been expended for 
purchase of flight equipment or has been deposited in a special reequipment fund. 
Any amounts so deposited in a reequipment fund as above provided shall be used 
solely for investment in flight equipment either through payments on account 
of the purchase price or construction of flight equipment or in retirement of debt 
contracted after the effective date of this Act for the purchase or construction 
of flight equipment, and unless so reinvested within such reasonable time as the 
Board may prescribe, the carrier shall not have the benefit of this paragraph. 
Amounts so deposited in the reequipment fund shall not be included as part of 
the carrier’s used and useful investment for purposes of section 406 until ex- 
pended as provided above.” 

Sec. 2. The amendment made by this Act to such section 406 (b) shall be 
effective as to all capital gains realized on and after January 1, 1956, with respect 
to the sale or other disposition of flight equipment whether or not the Board 
shall have entered a final order taking account thereof in determining all other 
revenue of the air carrier. 


[H. R. 5822, 85th Cong., 1st sess.] 


AN ACT To amend section 406 (b) of the Civil Aeronautics Act of 1938 with respect to 
the reinvestment by air carriers of the proceeds from the sale or other disposition of 
certain operating property and equipment 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That section 406 (b) of the Civil 


1 Staff members assigned to these hearings are Robert T. Murphy and John N, Black. 
1 
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Aeronautics Act of 1938, as amended, is hereby amended by adding at the end 
thereof the following new paragraph : 

“In determining the needs of an air carrier for compensation for the trans- 
portation of mail, and such carrier’s ‘other revenue’ for the purpose of this 
section, the Board shall not take inte account gains derived from the sale or 
other disposition of flight equipment if (1) the carrier notifies the Board in 
writing that it has invested or intends to reinvest the gains (less applicable 
expenses and taxes) derived from such sale or other disposition in flight equip- 
ment and (2) submits evidence in the manner prescribed by the Board that 
an amount equal to such gains (less applicable expenses and taxes) has been 
expended for purchase of flight equipment or has been deposited in a special 
reequipment fund. |Any amounts so: deposited in a reequipment fund as above 
provided shall be used solely for,investment in flight equipment either through 
payments on account of the purchase price or construction of flight equipment 
or in retirement of debt contracted for the purchase or construction of fiight 
equipment, and unless so reinvested within such reasonable time as the Board 
daay prescribe, the carrier shall not have the benefit of this paragraph. Amounts 
so deposited in the reequipment fund shall not be included as part of the carrier’s 
used and useful investment for purposes of section 406, until expended as provided 
above.” 

Passed the House of Representatives August 14, 1957. 

Attest : 
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RatpH R. Roserts, Clerk. 


Senator Monronzy. Other members areexpected. They are tied up 
presently in other urgent committee legislation and will join us at the 
first opportunity. I think in the interest of saving time, because of the 
nearness to adjournment, it is necessary to go forward now with the 
testimony as scheduled. 

This bill, 5. 1753, relating to the reinvestment by air carriers, of the 
proceeds from the sale or other disposition of certain operating prop- 
erty and equipment, was introduced by Senator Magnuson for himself, 
and Senators Bible, Payne, Bricker, Schoeppel, and Smathers. 

The primary purpose of the bill is to assist our domestic air carriers 
in meeting the heavy financial burdens confronting them with respect 
to modernizing their equipment in order to insure that our American 
air transportation can fulfill our desire that it be the most modern and 
efficient service in the world. 

The bill would amend section 406 (b) of the Civil Aeronautics Act 
of 1938, as amended (49 U.S. C. 486), by providing that in determining 
the need of an air carrier for mail pay, the CAB shall not take into 
account gains derived from the sale or other disposition of flight equip- 
ment if (1) the carrier notifies the Board in writing that it intends to 
invest or has invested such gains, (2) and submits evidence, as may be 
required by the Board showing that it has invested an amount equal to 
such gains in the purchase of other flight equipment or has deposited 
those gains in a special reequipment fund. In order to obtain the bene- 
fits of this proposed amendment, such funds would have to be used 
within a reasonable time for the purchase of flight equipment or in re- 
tirement of debt contracted after the effective date of the amendment, 
for the purchase or construction of flight equipment. 

The bill also provides that it would be effective as to all capital gains 
realized on or after January 1, 1956, in connection with the sale or dis- 
position of flight equipment irrespective of any Board orders which 
may have taken into account such gains in the determination of “all 
other revenue” of air carriers. 

As we know, under existing law the Board is required to include 
capital gains on the sale of aircraft or other property of the carrier 
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in determining the need of each air carrier for compensation for the 
‘transportation of mail. The Board has followed the practice of de- 
ducting from the amount of subsidy otherwise needed any capital 
gains realized from sales of such property. This practice has created 
a real problem for our air carriers in view of the high cost of modern 
equipment. This factor, coupled with the growing demand for more 
and better equipment and more efficient equipment, indicates a, need 
for this proposed legislation. 

This bill in no way affects the payment of taxes by the airlines... It 
does not change applicable provisions of the Internal Revenue Code. 
Its purpose is merely to modify the standards of the Civil Aeronautics 
Act of 1938 governing subsidy payments where capital gains, realized 
from the sale of flight equipment, and earmarked for reinvestment in 
better and more modern equipment, are involved. 

This Senate bill has a favorable legislative history. A similar meas- 
ure was considered by our committee in the 84th Congress—S, 3449, 
84th Congress, After full hearings and consideration it was unani- 
mously recommended to the Senate—Senate Report 2015, 84th Con- 
gress 2d session—and following debate and discussion on the floor, 
the Senate passed it on July 9, 1956. Action in the House, however, 
was deferred by recommittal and hence no such legislation was en- 
acted during the last session. 

However, we also have for consideration today a companion bill, 
H. R. 5822, which was favorably reported by the Committee on Inter- 
state and Foreign Commerce of the House after extended hearings 
during which no one appeared in opposition to the legislation. ‘The 
House committee adopted an amendment which struck from the bill 
section 2—the retroactive clause which, of course, still remains in our 
bill. On Thursday, August 14 the House passed H. R. 5822 with 
the amendment. This bill has been referred to our committee for 
reconsideration. Therefore, the hearing today relates to both meas- 
ures. 

I will ask Mr. Murphy, Special Counsel, to summarize the corre- 
spondence from the Government departments which were asked for 
their opinions on the bill. 

Mr. Mvurrny. Senator, the Department of Commerce favors §. 
1753, with the suggestion, however, that language appear on lines 12 
to 13, page 2, “contracted after the effective date of this Act”, be 
eliminated as an undue restriction. 

The Post Office Department has advised us that the bill is a subject 
within the jurisdiction of the Civil Aeronautics Board or the Depart- 
ment of Commerce, and points out that they no longer have the duty 
of paying subsidy. 

The Department of Justice advises that S. 1753 involves a question 
of policy concerning which the Department of Justice prefers to make 
ho recommendation. 

The Treasury Department advises that this bill is not of primary 
interest to them, and hence have no comment to make with respect 
to its merits. 

The Civil Aeronautics Board, I believe, will state this morning— 
they did not submit a special comment but a member of the Board is 
here to testify this morning—I believe they will state they are neutral 
because of pending hearings on the subject-matter of the treatment of 
capital gains. 
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The Comptroller General opporee the bill and refers us to the case 
of Western Airlines (347 U. S. 67), as a sound rule and the principal 
oo of his criticism is that to disregard capital gains and allow full 
epreciation on new equipment would be to exceed the need of a carrier 
for subsidy under section 406 (b) of the act. 
_ The Comptroller General points out that financing of new equipment 
is one of management prerogative and already certain carriers have 
entered into extensive commitments for future delivery of equipment. 
The Comptroller General suggests to us, as an alternative, an amend- 
ment which would permit recoupment by the Government through 
ratemaking processes, that portion of profits which, through former 
depreciation allowance, already might have been paid for by the Gov- 
ernment in its subsidy allowance. 

They say this could be accomplished (1) by reducing the asset base 
for the depreciation allowance; and (2) reducing investment base for 
rate of return in all future fixing of mail rates. 

Furthermore, Mr. Chairman, it is noted that in the House report, 
with reference to H. R, 5822, which is before the committee this morn- 
ing, the Bureau of the Budget advised the chairman of the House 
committee that the Bureau does not object to the enactment of this 
legislation. I think that is the summary of the position of all inter- 
ested departments. 

Senator Monroney. The full reports from the Government depart- 
ments that we have heard from, including the letter to the House 
committee as contained in the House report from the Bureau of the 
Budget, will be printed in the record at this point. 

(The documents referred to follows :) 


THE SECRETARY OF COMMERCE, 
Washington, D. C., August 15, 1957. 
Hon. WARREN G. MAGNUSON, 
Chairman, Committee on Interstate and Foreign Commerce, 
United States Senate, Washington, D. C. 


DEAR Mr. CHAIRMAN: This is in reply to your request for our views with re- 
gard to S. 1753, a bill relating to the reinvestment by air carriers of the proceeds 
from the sale or other disposition of certain operating property and equipment. 

This bill provides that in determining the need of air carriers for subsidy-mail 
pay, the Civil Aeronautics Board shall not take into account gains derived from 
the sale or other disposition of flight equipment. The benefit provided by the 
bill would be extended in those instances where such gains (after applicable 
expenses and taxes) are reinvested in the purchase or construction of flight 
equipment, or used for the retirement of debt contracted for such purposes subse- 
quent to the date of enactment of the bill. 

It is the intent of this bill to change a method of calculating need mail rates 
which tends to discourage subsidized air carriers from replacing obsolete equip- 
ment. 

At present, because of certain court decisions and proceedings instituted by 
the Civil Aeronautics Board, a subsidized air carrier faces the prospect of having 
capital gains realized from the sale or other disposition of flight equipment 
applied as an offset to reduce the subsidy to which it would otherwise be entitled. 
Carriers are encouraged by this to retain such value as there might be in their 
equipment over and above depreciated cost by not realizing gains through sale 
or other disposition. Such a situation tends to delay the replacement of obsoles- 
cent equipment. 

This Department believes this result is not in the public interest. The public 
interest in the efficient, economical, and safe operation of subsidized air carriers 
would be better served if subsidies were calculated in such a way as to permit 
reinvestment of gains in more modern and efficient aircraft without affecting 
need mail rates. 

We are concerned, however, that the provision limiting application of these 
capital gains to debts incurred subsequent to the date of the enactment of this 
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bill will handicap carriers who have assumed obligations to pay for equipment 
to be delivered in the future. We believe that obligations arising in such cases 
should be included within the purview of this legislation. 

Subject to the foregoing consideration we recommend enactment of S, 17538. 

The Bureau of the Budget has advised that it would interpose ne objection to 
the submission of this letter to your committee. 

Sincerely yours, 
WALTER WILLIAMS, 
Acting Secretary 0f Commerce. 


TREASURY DEPARTMENT, 
July 19, 1957. 
Hon. WARREN G. MAGNUSON, 
Chairman, Committee on Interstate and Foreign Commerce, 
United States Senate, Washington, D.C. 

My Dear Mr. CHAIRMAN: Reference is made to your request fot the views of 
this Department on S. 1753, relating to the reinvestment by air carrier of the 
proceeds from the sale or other disposition of certain opérating preperty and 
equipment. 

The purpose of the proposed legislation is to exclude gains realized from the 
sale or other disposition of flight equipment in determining the amount of sub- 
sidy payments to air carriers for the transportation of mail. The exclusion would 
apply only if the gains, less applicable expenses and taxes, were to be reinvested 
in new flight equipment. 

The proposed legislation is not of primary interest to this Department and the 
Department has no comment to make with respect to its general merits. 


Very truly yours, 
JouHN K. Cartock, 
Acting Generat Counsel. 


Post Orrick DEPARTMENT, 
BUREAU OF THE GENERAL COUNSEL, 
Washington, D. C., July 16, 1957. 
Hon. WARREN G. MAGNUSON, 
Committee, Chairman on Interstate and Foreign Commerce, 
United States Senate, Washington, D.C. 


Deak Mr. CHAIRMAN: Reference is made to the request for any comments the 
Department wishes to offer concerning 8S. 1753, relating to the reinvestment by 
air carriers of the proceeds from the sale or other disposition of certain Operating 
property and equipment. 

This measure would provide in part that the Civil Aeronautics Board “shall 
not take into account gains derived from the sale or other disposition of flight 
equipment if (1) the carrier notifies the Board in writing that it has invested or 
intends to reinvest the gains (less applicable expenses and taxes) derived from 
such sale or other disposition in flight equipment, and (2) submits evidence in 
the manner prescribed by the Board that an amount equal to such gains (less 
applicable expenses and taxes) has been expended for purchase of flight equip- 
ment or has been deposited in a special reequipment fund.” 

The Supreme Court of the United States in the case of Civil Aeronautics 
Board, petitioner vy. Arthur E. Summerfield, Postmaster General of the United 
States, et al., decided February 1, 1954, and reported in 347 United States Reports 
67, held that “all other revenue” includes nonflight income from incidental air 
earrier’s activities and any gains derived from the sale of tangible or intangible 
assets shall be treated as “other revenue” for the purpose of reducing mail 
compensation. 

The effect of the proposed bill would be to exclude from “all other revenue” of 
the air carrier gains received from the sale or disposition of flight equipment in 
determining the “need” of an air carrier for compensation for the transportation 
of mail. 

The case cited was the result of an appeal by the Department from a decision 
by the Civil Aeronautics Board which did not take into account the profits in 
the international operations of a carrier in arriving at a “need” rate for its 
domestic operations. The Department was, at that time, paying the airmail 
subsidy. 

Reorganization Plan No. 10 of 1953 (5 U. S. C. 13832 15). provided for a com- 
plete and formal separation of subsidy from compensation for the transportation 
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of mail. The Post Office Department is not now financially concerned with this 
subject. The function of paying such subsidy was transferred to the Civil 
Aeronautics Board. Accordingly, 8S. 1753 is more appropriately a matter upon 
which the Department of Commerce, and possibly the Civil Aeronautics Board, 
should supply the principal recommendations for consideration by the committee. 

The Bureau of the Budget has advised that there would be no objection to the 
submission of this report to the committee. 

Sincerely yours, 
ABE McGREGOR GOFF, 
General Counsel. 


DEPARTMENT OF JUSTICE, 
OFFICE OF THE DEPUTY ATTORNEY GENERAL, 
Washington, D. C., May 27, 1957. 
Hon. WARREN G. MAGNUSON, 
Chairman, Conwmittee on Interstate and Foreign Commerce, 
United States Senate, Washington, D.C. 


Deak SENATOR: This is in response to your request for the views of the 
Department of Justice concerning the bill (S. 1753) relating to the reinvestment 
by air carriers of the proceeds from the sale or other disposition of certain 
operating property and equipment. 

The bill would amend section 406 (b) of the Civil Aeronautics Act of 1938, as 
amended (49 U.S. C. 486), by providing that in determining the need of an air 
carrier for mail pay, the Civil Aeronautics Board shall not take into account 
gains derived from the sale or other disposition of flight equipment if (1) the 
carrier notifies the Board in writing that it intends to invest or has invested 
such gains and (2) submits evidence, as may be required by the Board, that it 
has invested an amount equal to such gains in the purchase of other flight equip- 
ment, or has deposited such sums in a special reequipment fund. In order to 
obtain the benefits of the amendment, such funds would have to be used within 
a reasonable time for the purchase of flight equipment. 

The amendment would be effective as to all capital gains realized on or after 
January 1, 1956, with respect to the sale or other disposition of flight equipment 
irrespective of Board orders which may have taken into account such gains in 
the determination of “‘all other revenue” of air carriers. 

Whether the bill should be enacted involves a question of policy concerning 
which the Department of Justice prefers to make no recommendation. 

The Bureau of the Budget has advised that there is no objection to the sub- 
mission of this report. 





Sincerely, 
WrriAMm P. Rogers, 
Deputy Attorney General. 
COMPTROLLER GENERAL OF THE UNITED STATES, 
Washington, April 22, 1957. 
B-120027 


Hon. WARREN G. MAGNUSON, 
Chairman, Committee on Interstate and Foreign Commerce, 
, United States Senate. 

Dear Mr. CHAIRMAN: Further reference is made to your letter of March 29, 
1957, acknowledged on April 1, 1957, requesting the comments of the General 
Accounting Office concerning 8. 1753, 85th Congress, Ist session, entitled “a bill 
relating to the reinvestment by air carriers of the proceeds from the sale or other 
disposition of certain operating property and equipment.” 

In brief, the bill proposes to amend section 406 (b) of the Civil Aeronautics Act 
of 1938, as amended, by providing that the Board, in determining “all other 
revenue” of an air carrier, not take into account the gains resulting from the 
sale or other disposition of any flight equipment of such carrier, provided the 
carrier notifies the Board that it has invested or intends to invest within a reason- 
able period such proceeds in other flight equipment or has deposited an amount 
equal to such gains in a special reinvestment fund. There also is provided cer- 
tain conditions and limitations governing the use of such funds prior to reinvest- 
ment, including authority to be conferred upon the Board to determine the “rea- 
sonable period” within which the proceeds shall be reinvested. 

It is our opinion that this bill, if enacted, would make partially inaffective the 
decision of the Supreme Court of the United States in the case of Western Air 








REINVESTMENT OF CAPITAL GAINS BY AIR CARRIERS 7 


Lines, Inc. v. Civil Aeronautics Board, et al. (847 U. 8. 67), and, therefore, could 
result in an unwarranted burden upon the taxpayer. In that decision it was held 
that in fixing mail-pay subsidy for an air carrier the Board was required to take 
into consideration (1) the carrier’s profits derived from the operation of restau- 
rants and other concessions at airports, (2) the sale of tangible assets to another 
air carrier, and (3) the sale of a route to another air carrier. In treating the “in- 
tangible value” of a route sold to another carrier, the Board concluded that such 
amount should not be used in offset because it wanted to “encourage improvement 
of the air route pattern through voluntary route transfers by other air carriers.” 
However, the Supreme Court, while not objecting to the policy arguments of the 
Board, pointed out as follows: 

“* * * The act, it is true, merely says that the Board in determining the rate 
‘shall take into consideration’ various factors, including ‘the need’ of the carrier 
(sec. 406 (b)); and the ‘need,’ as we have noted, is not merely for compensation 
to insure the transportation of mail but compensation for ‘the development of air 
transportation’ under the prescribed standards. By that standard the ‘need’ in a 
given case may be so great that projits from other transactions should be allowed 
in addition to the normal rate. Or, on the other hand, the total revenues of the 
carrier as against its operating costs and developmental program may be so great 
that ‘the need’ for subsidy disappears and the carrier is transferred to the service 
rate for mail pay. * * * 

* ok Bd * ok * * 

“The act, however, speaks of ‘the need’ of the carrier for the subsidy, not the 
effect of a policy on carriers in general. This is not a case of reeapture of earn- 
ings. Western keeps the entire amount of the profit. The issue is how much 
additional money Western is to receive in the form of a subsidy. * * * [Italie 
supplied. ] 

We agree with the soundness of the Court’s legal interpretation of section 406 
(b) of the act, and particularly with respect to that portion of its decision where- 
in it pointed out that the Board was not justified in disregarding profits from the 
sale of a route in order to safeguard the incentive for voluntary route transfers. 
This, in our opinion, is as it should be; and so long as the standard of assistance 
to a carrier is to be measured by its need, such assistance should be determined 
upon nothing less than the carrier’s “all other revenue,” regardless of the-source 
from which derived. Furthermore, in appraising the matter from an equitable 
and practical viewpoint, it is manifest that the measure of assistance rendered 
to any carrier by a “need” standard should be based upon the promise of its actual 
overall requirements; otherwise, the word “need” will have lost its significance. 
In addition, we believe that the bill is objectionable because it is in conflict with 
the basic principles of the Civil Aeronautics Act and sound ratemaking policy in 

eneral. 

_ In the course of its ratemaking functions, the Civil Aeronautics Board prop- 
erly has taken into consideration the matter of depreciation as an allowable 
item of expense in determining the “need” of the carrier under the terms of 
section 406 (bh) of the act. This, of course, is an accepted principle adopted 
by most regulatory bodies, And, here, it is deemed pertinent to point out that 
since depreciation is not an exact science, it must be recognized that the estab- 
lishment of the useful life and residual value of a given asset must of necessity 
be predicated upon estimates, the accuracy of which cannot be ascertained 
until actual disposition of the asset. Therefore, if, because of changed economic 
conditions, the established residual values pertaining to flight equipment owned 
by the air carriers results in the realization of profits in excess of the net book 
values at the time of disposition of such equipment, it is clear that depreciation 
over the preceding period was inaccurate. 

The Board’s depreciation policy generally has permitted a 7-year life on 
postwar aircraft with residual values of about 10 percent. Hence, by determin- 
ing “need” under this practice, a carrier is able to recoup its cash investment 
in flight equipment through depreciation over that period. Also perinitted as 
allowahle expenses are inspection, maintenance and overhaul, since obviously 
a carrier is required at all times to operate safe and dependable aircraft which, 
of course, requires a constant outlay of expenditures. Therefore, in permitting 
these and other expenses, the Board has complied with the “need” element of 
section 406 (b). But to permit the Board now to disregard the profits realized 
from the sale of such equipment would permit those carriers to have enjoyed 
the benefit of a subsidy in excess of their “need.” Furthermore, the carrier’s 
depreciation has not amounted to a cash expenditure and, as pointed out by 
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the Supreme Court in the Western case, it has been permitted to retain its 
earnings plus a fair and reasonable return upon its investment. 

It is apparent that the primary purpose of the proposed bill in exempting 
the proceeds of such sales from the category of “other revenue” is to assist in 
the purchase of new equipment. However, for reasons heretofore discussed, 
section 406 (b), while designed to underwrite the “‘need” of the carrier under 
honest, economical and efficient management, cannot and should not be con- 
strued as providing assistance beyond that area—and certainly not to the 
extent of rendering aid in the field of financing new equipment, which field 
clearly is one of management prerogative. And, in this connection, it is sig- 
nificant to observe that the present act appears not to have been an undue 
burden, as evidenced by the fact that certain carriers already have entered into 
extensive commitments for future delivery of equipment. 

In the light of the foregoing, therefore, we recommend against favorable 
consideration of the bill. 

As an alternate to the proposed bill, 8. 1753, however, we would suggest an 
amendment which would enable the Government ultimately to recoup through 
the Board’s ratemaking process that portion of the profits realized from the sale 
of equipment which through former depreciation allowances already might have 
been paid for by the Government through its award of subsidy. Such an amend- 
ment should provide that capital gains from the sale of equipment by subsidized 
carriers would be initially retained by the carrier for reinvestment in new 
equipment. Recovery by the Government would be effected by action of the 
Board in fixing future mail rates first, by reducing the asset base upon which 
depreciation expense would be allowed and, second, by reducing the investment 
base upon which a rate of ‘return is computed. Thus, assuming the carrier 
remains on subsidy throughout the depreciable life of the new equipment, the 
Government would, through reduced subsidy payments, recoup over that period 
of time, the full amount of capital gains earned by the carrier and reinvested 
in the new equipment. Furthermore, if, prior to the time that the equipment 
is fully depreciated, the Board should determine that the carrier no longer 
requires the “need” portion of the mail rate, there would revert to the Govern- 
ment any balance of the reinvested capital gains not otherwise recovered 
through a reduced depreciation allowance and return on investment. 

Sincerely yours, 


REINVESTMENT OF CAPITAL GAINS BY AIR CARRIERS 


JOsEPH CAMPBELL, 
Comptroller General of the United States. 
Senator Monronery. The first witness today is Mr. Chan Gurney, 
Vice Chairman of the Civil Aeronautics Board. 
We appreciate your coming before the committee, Mr. Gurney, to 
give us the benefit of your testimony. 


STATEMENT OF CHAN GURNEY, VICE CHAIRMAN OF THE CIVIL 
AERONAUTICS BOARD; ACCOMPANIED BY JOSEPH H. FitzGERALD, 
DIRECTOR, BUREAU OF AIR OPERATIONS; AND ARTHUR SIMMS, 
ASSISTANT GENERAL COUNSEL 


Mr. Gurney. Mr. Chairman and members of the committee, my 
name is Chan Gurney. I am Vice Chairman of the Civil Aeronautics 
Board, and am appearing before you in connection with the com- 
mittee’s consideration of S. 1753. 

The Board’s statement is as follows: This bill amends section 406 
(b) of the Civil Aeronautics Act to provide that in determining the 
need of an air carrier for compensation for the transportation of mail, 
and such carriers’ other revenue, the Civil Aeronautics Board shall 
not take into account gains derived from the sale or other disposition 
of flight equipment, under the conditions set forth in the bill. 

Among the conditions are a requirement (1) that the carrier notify 
the Board in writing that it has invested or intends to reinvest the 
gains—less applicable expenses and taxes—derived from such sale 
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or other disposition in flight equipment, and (2) that the carrier sub- 
mit evidence that an amount equal to such gains—less applicable ex- 
penses and taxes—has been expended for purchase of flight equip- 
ment or has been deposited in a special reequipment fund. 

Provision is made that amounts deposited in a reequipment fund 
shall be used solely for investment in flight equipment, but shall not 
be included as a part of the carriers’ useful investment for purposes 
of section 406, until so expended. The proposed amendment is effec- 
tive as to all capital gains realized on and after January 1, 1956. 

Legislation similar to 8S. 1753 was considered during the 84th Con- 
gress, at which time the Board was equally divided. Members Denny 
and I submitted reports favoring the legislation, and former mem- 
bers Rizley and Adams opposed it. 

Although the Board had instituted the capital gains proceeding, 
docket No. 7902, at the time these reports were previously submitted 
to the Congress, no procedural steps had been taken in connection 
with this case, and the issues, to which reference is made below, had 
not been fully developed. 

Subsequently, on June 18, 1956, a prehearing conference was held 
in the capital gains proceeding and a prehearing conference report 
was served on July 3, 1956. 

There are 32 subsidized air carriers who are formal parties to the 
capital gains proceeding. Evidentiary hearings were held during sev- 
eral periods extending from November 14, 1956, to April 25, 1957, re- 
sulting in more than 2,300 pages of testimony in addition to voluminous 
exhibits, and briefs to the examiner have been filed. 

After the issuance of an examiner’s initial decision, briefs will be 
filed with the Board, oral argument will be heard, and the case will 
then be submitted to the Board for final decision. 

The issue before the Board in Docket No. 7902 is what treatment 
the Board should accord to gains on retirement of air carrier property 
under the provisions of section 406 of the Civil Aeronautics Act. 

Specifically, the Board will be required to pass upon the question 
of whether it has the legal power to permit air carriers to retain such 
gains. The Board will also be called upon to determine from a factual 
standpoint, on the basis of the evidentiary record, whether the carriers 
should be permitted to retain retirement gains for reequipment 
purposes. 

With respect to the legal question, if it should develop that the 
Board does not have the legal authority to permit the carriers to re- 
tain capital gains, legislation would of course be required in order 
to accomplish this objective. However, if the facts, as fully developed 
in the capital gains proceeding, indicate that a need exists for the 
retention of capital gains, and if the Board has legal authority to per- 
mit the retention of such capital gains, the Board could then provide 
therefor in its final determination in the capital gains Caen 

If the evidence does not support such a need, then there would be no 
factual basis for singling out equipment retirements for special 
treatment. 

Inasmuch as the Board will be required to pass upon these matters in 
Docket No. 7902, I am sure you will eaiity understand why the 
Board should not take a position at this time on the substance of the 
proposed legislation. 
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Before reaching any decision in this case, the Board must give care- 
ful consideration to the evidentiary record. In addition, the Board 
will be required to study the briefs and also hear oral argument before 
reaching any conclusions. 

Under the circumstances, the Board does not wish to prejudge the 
capital gains proceeding, Docket No. 7902, by submitting substantive 
comments upon §. 1753 at this time. 

You may be sure, however, that every effort will be made to bring the 
capital gains proceeding to a conclusion as soon as possible and that 
the Board will advise you as soon as a decision is reached in this matter. 
The Bureau of the Budget has advised that there is no objection to the 
submission of the foregoing statement. 

That concludes the Board’s statement. 

Senator Monrongy. Thank you very much, Mr. Gurney. 

As I understand the purport of your testimony, it is that it would 
be mapropes for you to advocate either way because the matter is now 
pending before the CAB. 

Mr. Gurney. That is correct. 

Senator Monroney. You are prepared, however, to give us all the 
factual background dealing with the subsidy matter and the treatment 
of capital gains, as it applies to the airlines; is that correct ? 

a Mr, Gurney. We will do our best to answer any questions that you 
ave. 

Senator Monroner. Will you state the names of the gentlemen who 
are accompanying you, for the record ? 

Mr. Gurney. From the General Counsel’s Office, Mr. Arthur Simms. 

Senator Monroney.: Is he General Counsel ? 

Mr. Gurney. No. He is one of his assistants, in the General Coun- 
sel’s Office. 

Mr, Joseph H, FitzGerald, Director of our Bureau of Air Opera- 
tions. 

Senator Monronzy. They will assist you in answering questions. 

To make the record absolutely crystal clear at the start, this legisla- 
tion that we are now considering, both the House and the Senate bill, 
has nothing whatever to do with the so-called capital-gains tax or any 
taxes which the airlines would have to pay. 

Mr. Gurney. That is my understanding. : 

Senator Monrongy. Completely free Pow any tax matters dealing 
with the treatment of moneys realized from the sale of aircraft, flight 
equipment only, as to the way it affects the subsidies authorized to be 
paid these airlines on subsidy by the Civil Aeronautics Board; is that 
correct ¢ 

Mr. Gurney. That isthe way we understand it, yes. : 

Senator Monroyry. How would it affect, or would it affect the mail 
rate paid to the airlines? Would it have any bearing on mail rates 
that have been agreed to? 

Mr. Gurney. Mr. FitzGerald? 

Mr. FrrzGrrap. The compensatory mail rate would not be affected 
by this bill. 

“Senator Monroney. The mail rate is supposed to be the pay neces- 
sary for the flying of the route without regard to the necessity for the 
subsidy ; is that correct, ? 

Mr. FrrzGerap. That is correct. : 

Senator Monroney. And it is a comparable rate, although it varies 
to some degree, among the many airlines; is that correct! 
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Mr. FrrzGeraup. The principal airlines now are governed by the 
same formula. It has a different total effect because of the length of 
haul that they may carry the mail, or the size of the station from which 
they pick it up. But basically they are all under the same formula. 

Senator Monroney. At the same time the treatment of capital gains, 
as the amount realized from capital gains on the sale of aircraft 
equipment, is used totally to reduce the amount of subsidy. In other 
Ltd if $100,000 in capital gains is realized from the sale of a piece 
of flight equipment, say a DC-3, then automatically the subsidy that 
the airline would have received would be reduced by $100,000? 

Mr. Gurney. Considered as other revenue; yes. 

Senator Monroney. Therefore, it is considered as operating reve- 
nue, really ? 

Mr. FirrzGeravp. Mr, Chairman, the situation was different prior 
to April 1, 1956, than it is today. Prior to April 1, 1956, if a carrier 
was on a so-called closed rate, then the capital gains which it realized 
or the capital losses which it might incur, were borne or accrued to 
the carrier solely. 

If they are on an open rate, then we offset the gains against the 
need of the carrier and we also reimburse them for any losses if they 
should have resulted. As of April 6, we instituted an investigation 
into the whole question of the treatment of capital gains, and as a re- 
sult, from that date forward, the treatment. to be accorded to capital 
gains will depend upon the outcome of the case. 

Mr. Gurney. The case that I have just described. 

Senator Monroney. The subsidized airlines having capital gains 
are apt to be more adversely affected than they were prior to April 1, 
1956. In other words, they are in jeopardy of losing all of their capital 
gains, having it deducted from the amount of subsidy that otherwise 
would be paid when they have a closed rate. 
~ Mr. FrrzGrrarp. The issue is open, sir, and ‘he Board could 

Senator Monroney. Before April 6, if they had a closed rate, they 
could count on utilization of their capital gains without having it de- 
ducted from their subsidy ? 

Mr. FrrzGeratp. That is correct; if they are on a closed rate. 

Senator Monroney. On an open rate it was deductible ¢ 

Mr. FrrzGeracp. It was deductible. 

Senator Monroney. Could you put a list in the record of the air- 
lines that are today on a closed rate, subsidized airlines ? 

Mr. FrrzGerap. I don’t have such a list with me, sir, but I will 
submit it for the record. 

(The information referred to is on file with the committee:) 

Mr. Gurney. In this case the Board could determine the way the 
capital gains would be handled, whether on open or closed rate. 

’ Rohintor Monroney. Or on neither. 

Mr. Gurney. Yes, 

Senator Monronery. In other words, that is a subject being con- 
sidered by the Civil Aeronautics Board at the present time? 

Mr. Gurney. In this case. 

Senator Monroney. In your statement you refer to 32 airlines that 
are on subsidy. That is more than I realized. I think it would be 
wise at this point to give us the names of those, if you have them. If 
you don’t 
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Mr. Gurney. I have a complete list here, Mr. Chairman, that in- 
cludes the 13 local service operators, 3 helicopter operators, 7 Alaskan 
earriers, and Braniff and Panagra in their foreign air operations. 
That makes 25. 

Senator Monroney. I don’t know of 32 subsidized air carriers. 

Mr. FirzGrravp. There are now 22. There were more at April 6, 
1956. ‘There were two Hawaiian carriers, for example; they are off 
subsidy now. There were also two other carriers that merged. And 
there have been certain adjustments. 

Senator Monroney. Continental has gone off ? 

Mr. FrrzGeratp. Continental is off. If you would like for the rec- 
ord we could submit a statement which would show 

Senator Monroney. I want full information on that. Perhaps I 
had better ask for that now. 

Mr. Gurney, We will furnish that for the record this afternoon if 
agreeable to you. 

Senator Monroney. That is fine. I would like the complete list 
of those now on subsidy. Also, I would like a list of the subsidies 
paid over the last period to all airlines on subsidy. 

Mr. Gurney. Do you mean for a particular year? 

Senator Monrongy. For the year 1956, if that was the last full year 
in which you paid subsidies to airlines. 

Mr. Gurney. All right. 

Senator Monroney. Under the old system. 

Mr. Gurney. I will be glad to furnish that. 

Senator Monronry. Also, at that point I would like to have the 
ercentage that the subsidies bore to the total income of that airline. 
n other words, oftentimes in considering subsidy people think it is a 

hundred-percent Government subsidy. The Comptroller General in 
his letter indicates the subsidy paid the entire depreciation for the 
aircraft, and that, to allow the carrier to have the capital gains, if he 
reinvested without loss of subsidy, would have the Government pay 
twice for the depreciation, once on the original aircraft, and secondly 
on the money that was realized from capital gains that would again 
be depreciated when it went into the new equipment. 

As a matter of fact, is it not true that the percentage of subsidy in 
most, cases to the total income of the company would relate in a 
percentage of say 5.or 10, or at the most, perhaps 20 or 25 percent of 
the.carrier ? 

Mr. Gurney. Some of the local-service lines would have a greater 

percentage. 
. Senator Monroney. I think it would be wise to have that. percent- 
age figure in there, because obviously if the Government is putting up 
only a percentage of the bill, as to subsidies, that portion that the 
carrier fails to make a return on its investment, it is not correct, to 
say that the Government is paying 100 percent of the depreciation. 

We would only be paying, would we not, that percent that the 
subsidy bears to the total income of the depreciation of the plane? 

Mr, Gurney. It. has been my contention right along that the 
revenues from the hauling of passengers, that pays a percentage of all 
expenses. And of course the subsidy would percentagewise pay the 
balance. 
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I don’t like to see the depreciation and all those things held out, just 
there for the purpose of paying any one particular expense. I hope 
I have made that plain. We will be glad to furnish the information. 

Senator Monroney. It is not whether it pays pilots’ salaries, gaso- 
line, or hangar rent, or repairs on the aircraft. It all goes into the 
general fund, and the only fair way, accountingwise, that you could 
treat it, would be that the general expense of the operation of the air- 
line is related to the percentage that the subsidy bears to the total 
income from that operation; would that not be true ? 

Mr. GurneyY. I believe that is correct in accordance with the law. 
We will submit that information in columnar form, total receipts, 
operating subsidy, and the percentage. 

Senator Monroney. I think that will help us to determine whether 
this charge that has been made is a correct one, or one that we should 
be concerned with. 

(The information referred to is on file with the committee.) 

Senator Monroney. What is the position of the Board’s counsel 
in the capital gains proceeding, docket 7902, with reference to the 
power of the Board to permit subsidized air carriers to retain their 
capital gains in flight equipment? The record in the House discloses 
that a question was raised as to the need for the passage of this bill 
by the feeling at least that the Board’s counsel had insisted that the 
Board might not have the power to exclude the consideration of the 
capital gains. 

Mr. FrrzGeratp. May I first say that we are able to state what 
Bureau counsel’s position is in the case ? 

Senator Monroney. You are able? 

Mr. FrrzGeratp. Yes. However, that is not the final ruling of the 
General Counsel on the issue, and the General Counsel, of course, is 
the direct legal adviser to the Board. So that anything that is said 
with respect to Bureau counsel’s position is simply a position of one 
party in the proceedings. 

Mr. Simms ad been very closely related with that case and he will 
be able to state what the position was. 

Mr. Simms. The counsel for the Bureau of Air Operations has taken 
the position that under the law the Board may not permit carriers to 
retain eapital gains. 

Senator Monroney. Is that under the law or under the law as it is 
interpreted by the Supreme Court in the Western Air decision ¢ 

Mr. Srams. I think part of his reasoning is based upon the Western 
Airlines ease. He also takes the position that even if the Board has 
the discretion to permit the carriers to retain capital gains, that the 
record in this case does not warrant a showing of need for these gains 
within the meaning of section 406 (b) of the act. 

Senator Monroney. The need, by that do you mean that the benefits 
might be somewhat unevenly spread because it would be based on the 
number of aircraft that were being disposed of, rather than on an 
examination of the books and the operating revenues and expenses of 
the airlines. Is that correct? 

Mr. Sus. I think that is part of his position, as I understand it. 
The position is basically that the carriers have not demonstrated that 
they need these gains in order to help them to reequip. I think the 
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position is that the carriers have not shown that these gains are re- 
quired for that purpose. 

Senator Monroney. That is Bureau counsel’s contention ? 

Mr. Simms. That is the Bureau counsel’s contention which has been 
challenged by the carrier parties. 

Senator Monronery. Would that be for all the carriers or maybe 
just one big carrier? 

Mr. Sirus. I believe the contention was made with respect to all the 
carriers involved in that proceeding. 

Senator Monroney. If you had listened to the evidente we heard in 
this committee a month or two ago, where interest as high as 20 per- 
cent was demanded from some of the field local service carriers for 
the purchase of new equipment, or where assets in the amount of 
$2 million of one line had to be hypothecated in order to get a $250,000 
plane on which the company was making a substantial downpayment— 
those are the things that face the airlines, particularly smaller ones, 
in the tight money market that we find ourselves in. 

Yet the need for new equipment is apparent, I think, to anyone who 
has followed the commercial aviation business, that lines that have 
the new equipment seem to be able to stay off subsidy, and the ones 
who don’t have seem to be requiring more and more subsidy in spite 
of the growing revenue-passenger-mile load. 

The main thing I want to understand particularly is the position _ 
of the Bureau counsel. Is it that there is doubt, even though the 
Board would find, if it should find, that they should permit the éar- 
riers to keep the capital gains from the sale of equipment, that there 
is still a doubt under the law as interpreted by the Western Air deci- 
sion whether it would not still require an act of Congress to make it 
possible to do that as a matter of policy ? 

Mr. Servs. I think that that is the position of Bureau counsel. I 
would like to make it clear that I'am not counsel for the Bureau. [ 
am in the General Counsel’s office. 

Senator Monroney. What is the difference between the Bureau 
Counsel’s Office and the General Counsel’s Office ? 

Mr. Seums. I think basically Bureau Counsel is a party im this pro- 
ceeding, and he represents the operating agency in the Board. 

Senator Monroney. It is his duty to keep the subsidies atthe lowest 
possible figure, consistent with the fulfillment of the duties of the Civil 
Aeronautics Board ? 

Mr. Srwms. I think that I wouldn’t go so far as to say his duty is 
to keep the subsidy at the lowest possible level. I think it is his duty 
basically to take a position in regulatory proceedings which he believes 
is consistent with the public interest under the Civil. Aeronautics Act. 

The General Counsel advises the Board in these eases, and we have 
a relatively independent status in these litigated proceedings. 

Senator Monroney. Bureau counsel is not concerned with general 
legislative policy ? 

Mr. Stums. Could you repeat that ? 

Senator Monronery. Bureau counsel is not concerned with general 
policy of the act. He is concerned oT with carrying out the 
actas interpreted by Supreme Court dotisions 

Mr. Suums. That is correct. 
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Senator Monroney. If there is any excuse for the bill, it is because 
of policy, and that is a matter which should be either in the Board and 
the Board’s General Counsel or in the Congress; is that not correct ? 

Mr. Sms. Yes. Senator Gurney reminded me that before a 
reorganization of the Board several years ago, Bureau counsel was 
called public counsel on the theory that he represented the public. 

Senator Monroney. As prosecuting attorney ? 

Mr. Simms. Ina sense. 

Senator Monronry. Can you give us an educated guess, Mr. Gurney, 
as to when the final decision and report will be reached by the Board 
in that proceeding? We are not trying to reveal any restricted 
information, but one of the issues we have in considering this bill is 
whether the action should be delayed until the Board had had a chance 
to act. 

Mr. Gurney. No. 1, we can’t give a good firm guesstimate on it. 
We don’t yet have the examiner’s initial decision. That is problem- 
atical. I remember one case where the examiner’s decision was held 
up because he was in the hospital 3 months and we didn’t want to hear 
the long case over again. I don’t think we will run into that in this 
case. Nevertheless, a good guess would be 5 or 6 months, 

Senator Monrongy. Before the Board is able to finalize its decision. 

Mr. Gurney. Before we will be able to come out with a final decision 
and there is an appeal time after that. 

Senator Monroney. How much time after that ? 

Mr. Gurney. They can ask for reconsideration and then appeal to 
the courts, of course, any party to the case, if he is that much interested. 

Senator Monronery. Then as I understand it, if the position of the 
Bureau counsel is correct, that the Board might lack the legal authority 
under the Supreme Court decision and the present law to waive the 
claim on capital gains, that it would then, after the 5 or 6 months, 
require legislation by the Congress to permit the Board to do that ? 

Mr. Gurney. That is right. We would not know until March or 
April of next year. 

Senator Monroney. Having served in the Senate in a distinguished 
way, do you consider a part of this subject matter involved to be a 
matter of policy, the fixing of policy as to what will be subject to reten- 
tion by the airlines and which amounts shall be deducted from their 
subsidies ? 

Mr. Gurney. I am sure that if the Congress had anticipated this 
problem, which was of course impossible back in 1938, they would have 
given great thought to the matter because it is certainly a policy ques- 
tion to a great extent. 

It is one way to see that our aviation industry, our airline services, 
have every opportunity to get in A~-1 condition. In other words, for 
the greatest benefit of the traveling public and the national defense. 
Yes; I would say it is a policy question to a great extent. 

Senator Monrongy. In the act—— 

Mr. Gurney. Not entirely a fiscal policy. 

Senator Monroney. In the act, section (b), 406, the controlling 
language apparently is— 

In determining the rate in each case the Board shall take into consideration, 
among other factors, the condition that such air carriers may hold and operate 


under certificates authorizing the carriage of mail only by providing necessary 
and adequate facilities and service for the transportation of mail; such stand- 
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ards respecting the character and quality of service to be rendered by the air 
carriers as may be prescribed by and pursuant to law; and the need of each 
such air carrier for compensation for the transportation of mail sufficient to 
insure the preformance of such service, and together with all other revenue of 
the air carrier to enable such air carrier under an honest, economical and effi- 
cient management, to maintain and continue the development of air transporta- 
tion to the extent and of the character and quality required for the commerce 
of the United States, the Postal Service, and the national defense. 

“Together with all other revenue” apparently is the controlling lan- 
guage which the Board in the past has preempted or taken over in 
totality the capital gains realized by subsidized air carriers, in the 
consideration of their subsidy. 

Mr. Gurney. That is the controlling language; yes. 

Senator Monroney. In other words, if the subsidized air carrier is 
entitled—if carrier ABC was entitled on the finding of the Board to a 
subsidy of $500,000, if the Board found that they had sold equipment 
and realized a capital gain over the book value of their equipment of 
$500,000, they would then be completely off subsidy ? 

Mr. Gurney. They would be on zero subsidy, that is right. 

Senator Monronery. Therefore, had the airline disposed of that 
equipment not for $500,000 but for $50,000, they would come out ex- 
actly at the same position with regard to their income. 

Mr. Gurney. The subsidy would in that case make up the difference. 

Senator Monronry. The Board would probably have the right to ex- 
amine the sale to be sure it wasn’t a sale that was below the obvious—— 

Mr. Gurney. We have the right and responsibility to examine. 

Senator Monroney. And you might catch that. But as far as the 
air carrier is concerned, if he doesn’t get to keep any of the capital 
gains that he is able to dispose of his aircraft for, he just has no 
financial interest in it ? 

Mr. Gurney. That is right. 

Senator Monroney. The Western Airlines case, I would like to have 
counsel brief that and have it go in at this point since it interprets that 
section of 406. 

Mr. Mvurrny. In the case of Western Airlines v. CAB (347 U.S. 
67), a case consolidated with Civil Aeronautics Board v. Summerfield, 
there was involved the following factual situation: Between May 1, 
1944, and December 31, 1948, an open-rate period, Western realized 
$88,000 in profits from operation of restaurants and other concessions 
at airport terminals. The CAB held this was “other revenue” avail- 
able to reduce mail subsidy under section 406 (b). 

Also during this open rate period Western sold to United its certif- 
icate and properties for air operation of the route from Los Angeles 
to Denver at a profit in excess of $1 million. The CAB treated capital 
gains from the sale of tangible property, approximately $650,000, as 
“other revenue” and reduced mail subsidy by that amount, but it de- 
clined to treat the profit realized on the intangible value of the route 
in the same manner and did not deduct it from the subsidy because it 
wanted— 
to encourage improvement of the route pattern through voluntary route transfers 
by other carriers. 

The airline, Western, challenged the deduction of its restaurant 
profits and profits on the sale of tangible assets from mail compen- 
sation. The Postmaster General on the other hand challenged the 
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failure of the Board to deduct from mail subsidy the profit from sale 
of intangible value of the route itself. ; 

The Supreme Court held in substance that under section 406 (b) 
the need of the carrier which the Board is required to consider, is the 
need of the carrier as a whole; that “all other revenue” which the 
Board is required to consider includes all nonflight income from 
incidental carrier activity, not transportation revenue alone. There- 
fore, the Supreme Court determined that the Board should have 
deducted from subsidy the full amount of profit realized from the 
sale of Western’s route to United as well as its restaurant profits. 

Senator Monroney. Do you have any comment to make on that? 

Mr. Sus. I have one comment. The Court did not determine 
what the Board should have done, other than that the Board should 
have considered these profits as bearing on the need of the carrier, 
and that the Board, in order to permit the carrier to retain them, 
would have had to find that the individual carrier needed to retain 
the profits, but that the Board couldn’t, on the basis of some industry- 
wide economic policy, permit the carrier to retain them without 
applying that policy to the carrier’s specific situation. 

Senator Monroney. If you follow that to the ultimate, that one 
airline would be allowed to retain all of its capital gains from sale 
of its aircraft if it was in a poor financial condition, while another 
airline which was also maybe on a very small amount of subsidy, 
would not be able to retain any of the capital gains from the sale 
of the similar equipment. 

Mr. Srus. to the extent that you imply that you might have dif- 
ferent results, depending upon the fact of each case, I would agree. 

Senator Monroney. [f it is based on the need of the company rather 
than on the broad, general policy which this bill purports to enact, 
if capital gains from sale of aircraft that are immediately reinvested 
for the purchase of new aircraft, are ordered exempt from considera- 
tion as earnings, then you have a broad, general policy. But what 
your Counsel and Supreme Court decision would hold is that the 
Board would have to go through each airline and one would have 
complete right of retention whereas another would have no right of 
retention. 

Mr. Gurney. This bill seeks to reach that policy question. 

Senator Monroney. A uniform policy. 

Mr. Gurney. A uniform policy. But there is a restriction there 
that they must set it aside in a separate fund. That is why I said 
this is not a policy question proposed in this bill. 

Senator Monroney. It can’t be used for payment of stockholders, 
it can’t be used to raise the pay of the president or the operating 
managers of the company. It has got to be reinvested, because the 
philosophy of the bill, as I understand it, is the reason that these 
aircraft are largely selling and producing capital gains is because 
of inflation; that the cost of an airplane has gone up, and instead 
of the old DC-3 price new of $85,000, today the lowest price com- 
parable plane for today’s service would be a half million dollars. 

You can go from there up to a Convair which I think is in the 
neighborhood of around a million dollars. And of course you get 
to around $5 million in your jet transports, 
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Mr. Gurney. It is a policy question, too, because the capital gains 
will allow carriers to get new and modern equipment and to give 
better and faster service. 

Senator Monronery. But the inflation has occurred at the owner- 
ship of the old pen but in the sale of that, immediately on disposal 
of that, he would run into the purchase of a new plane, and the car-. 
rier disposing of the old plane must reinvest his money in a new 
plane at an inflated value. To make him sell at the low, book value, 
to eeceinest all of that capital gain to reduce his subsidy there but 
still make him pay the full inflated value of the new plane, seems 
to me to make him sell at the low and buy at the high. It would 
certainly discourage, to say the least, the purchase of new equip- 
ment, which most of our testimony has indicated finally helped these 
airlines get off subidy. 

Do you have any comment on that? 

Mr. Sumas. No, sir I don’t 

Senator Monroney. It would be well to bring it up to date because 
the cost of new aircraft is quite important. You have access to get- 
ting the present cost of aircraft ? 

Mr. FrrzGeravp. We can get it for you. 

Senator Monroney. Bring it up to date and have it printed in the 
record at this date. 

Mr. Gurney. May we have the form that you are alluding to? 

Senator Monroney. Yes. It shows rather clearly the price of a 
Convair in 1947 was $134,000, and we have it as late as 1954 at $606,- 
000, and I am informed, an educated guess today, that it is nearly a 
million dollars fully equipped. Those things would be important to 
show the advancing price of planes. 

(The information referred to is on file with the committee. ) 

Senator Monronry. During the consideration of the bill in both 
the Senate and House last year, the matter of one airline receiving a 
lion’s share of the benefits under this bill constituted almost the com- 

lete consideration on the floor of the House and on the floor of the 
Senate. Since this bill would not apply to any airline that is not on 
subsidy at the time the bill is passed, or at the time the equipment is 
traded in, could you advise me whether Pan American, one of the 
world’s largest airlines, is today on subsidy ? 

Mr. Gurney. I have the answer written out, Mr. Chairman. 
Since October 1, 1956, Pan American has been on a temporary mail 
rate without any subsidy whatever. This temporary rate is subject 
to adjustment in the final rate proceeding, retroactive to October 1, 
1956. 

The carrier is claiming substantial amounts of annual subsidy for its 
certificated operation. For CAB subsidy purposes, however, the Board 
advised the Appropriations Committee of each House of Congress this 
spring that it was the Board’s best judgment that on the basis of the 
latest available information it was proper to assume, for budget pur- 
poses, that Pan American’s system would receive no subsidy for fiscal 
year 1958. Pan American is, of course, entitled to notice and hearing 
before a final decision is reached by the Board on the question of the 
final subsidy-rate determination. 

Senator Monroney. They are éntitled to hearing before the Civil 
Aeronautics Board ? 
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Mr. Gurney. Yes, sir, before the Civil Aeronautics Board. 

Senator Monroney. But your decision, then, is final ? 

Mr. Gurney. No, it is appealable. 

Senator Monroney. They can appeal it to the courts? 

Mr. Gurney. Yes. 

Senator Monronry. In other words, the finding has already been 
made that, based on the final mail rate that you are paying, that there 
would be no other payments from the Federal Government to Pan 
American ? 

Mr. Gurney. For 1958, we made that finding already—we haven’t 
made a finding but it is our best estimate, as I have just stated: 

Senator Monroney. Therefore, if that is the case, the best estimate 
that you have made, and since you have asked for no money for sub- 
sidy, and unless Pan American is able to overturn that calculation in 
hearings before the Board or before a court, this bill would not apply 
to Pan American or give them an opportunity to realize anything 
from the bill unless it is made retroactive ? 

Mr. Gurney. Remember my statement, there is no subsidy’ esti- 
mated by the Board for Pan American for 1958. The rate is open 
from October 1, 1956. 

Senator Monroney. If this bill is not retroactive and is not passed 
until the House passed it without the retroactivity, and was almost 
adamant in their assurance they would not yield on that point, if it is 
not, retroactive, then there can be no payment of subsidy because we 
are now in the fiscal year 1958, are we not? 

Mr. Gurney. That is correct, if it is not retroactive. The question 
of subsidy is reopened from October 1, 1956, but if this bill is not 
made retroactive on capital gains, then—I will let the General Counsel 
answer that to be sure we have had correct accordance to law. 

Mr. Stuns. I think that the picture is as follows: The carrier is 
currently on a temporary rate, beginning October 1, 1956, and extend- 
ing into the future until the Board issues a final rate. When the 
Board issues a final rate it will issue a rate which will be, one, retro- 
active to October 1, 1956, and two, will also be a rate for the future 
period. 

With regard to the retroactive portion, that may or may not include 
subsidy, depending upon the carrier’s showing. If it does include 
subsidy, then if this bill were to be made retroactive it would affect 
the amount of the subsidy to the extent that the carrier might have 
had capital gains which the Board desired to take in. 

If on the other hand, the rate, retroactive to October 1, 1956, con- 
tained no subsidy, then the problem would be academic. Similarly, it 
is conceivable that the future rate established for Pan American might 
contain a subsidy, in which case this bill, irrespective of the retroac- 
tivity provision, would affect the law with regard to offsetting capital 
gains against subsidy for Pan American in the future. 

Senator Monronry. If, in the year 1960, for example, they went 
back on subsidy, then on aircraft sold during that period that they 
were on subsidy, the capital gains would be allowed to be retained if 
the bill were passed ? 

Mr. Stuns. Yes, sir. 

Senator Monroney. But it would not work backward. If they were 
off subsidy from now until 1960, the bill would do them no good what- 
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soever. If they went back on subsidy in the year 1961, then for what- 
ever aircraft they soid, and if they should make a capital gain instead 
of a capital loss, they would then be free to keep it under this bill? 

Mr. Stuns. Yes, sir. 

Senator Monroney. It should be definitely understood, the record 
should consistently show, when we speak of keeping it, it means the 
part that is left untaxed. There is a 26-percent tax on these capital 
gains? 

Mr. Sumas. Yes, sir. 

Senator Monroney. So what we are talking about really is approxi- 
mately three-fourths of the capital gains that can be retained. 

May I ask right there, the difference in the treatment, the Civil 
Aeronautics method of treating the realization from profit on the 
sale of aircraft, is handled as an operating profit? I mean, it is treated 
the same as an operating profit, while in paying on income tax by the 
airline, that is either on or off subsidy, it is treated as a capital gain, 
is it not, and the payment is only 26 percent ? 

Mr. Samus. So far as a past period is concerned, you must bear in 
mind that the Board has only taken in capital gains as an offset with 
regard to periods that have occurred in the past. And there the Board 
has determined the actual tax effect of the capital gain. So that the 
carrier, if the Board computes, say, 7 percent return on investment 
after taxes, that is what the carrier would get after considering all 
of its income taxes and capital gains taxes, along with the capital gains 
themselves. 

Senator Monrongey. What I was trying to draw was an analogy 
between the treatment of the “X” dollars received on the sale of equip- 
ment as profit, being considered as operating income, which if it were 
operating income would be taxed by the Federal Government at 51 
percent if they were a large corporation, but instead that profit is, as 
far as the airline is concerned, treated as capital gains for the purpose 
of income tax, and is taxable at only 26 percent. 

Mr. Stus. Yes. 

Senator Monroney. But on the other hand, when the Civil Aeronau- 
tics Board considers this money, they consider it the same as operating 
income in the matter of ignoring the capital-gains feature, and there- 
fore, if you had used the same pattern that money would have been 
subject not to 26 percent tax but to 51 percent tax on the Federal 
income-tax basis. 

I am trying to draw an analogy between something that is not ex- 
actly similar but as far as the net result to the airline it is similar. 

Mr. FrrzGeravp. Mr. Chairman, I think the difference lies in what 
the subsidy payment is supposed to do and what the tax is for. Ina 
sense, the Board is picking up the check for an operation and paying 
the difference between what the actual costs are and what the revenues 
are. 

So we actually pay them the amount they need to earn a certain rate 
of return after all expenses, including taxes; whereas the Government 
is of course assessing a tax directly against the profit without regard to 
the need of the carrier or to its profitability. I think, from that stand- 
point, that the Government is simply saying that in order to determine 
7 percent profit on its need, it has to look at all dollars alike. There is 
no difference in the type of dollars. 
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Senator Monroney. That is, of course, a matter of policy that the 
Congress must concern itself with, whether giving a quart of blood 
which once you sell it is gone, or whether you are earning that much 
each year from a repetitive operation is, I think, a question that Con- 
gress has to decide as a matter of policy. 

Certainly, with inflation making both the capital-gains profit bigger 
on the sale of the used aircraft, and at the same time, the next day 
raising the price of the aircraft that you must buy, then I think the 
Congress must reappraise that and if it finds a need for new equip- 
ment and for getting a line off subsidy would be better served by al- 
lowing them to retain instead of offsetting that profit—providing it 
is immediately reinvested in new equipment—then it is one that is 
properly in the realm of Cahgréediohel action. 

It just seems to me that, as a “horseback picture,” using a double 
standard as to capital gains being treated the same as operating income 
on offsetting subsidies but on the payment of the taxes the same airline 
is treating it as a capital gain, a one-shot disposal of an asset instead of 
a continuing earning feature which the operating revenue would be. 
It would recur year after year. 

Mr. FirzGrrarp. The treatment which we accord of course is that 
on the new equipment, whatever its price, we allow depreciation which, 
if the carrier remains on subsidy during the service life of the aircraft, 
will recoup the entire purchase price of the equipment plus interest 
which it has paid on loans and so forth. 

So that in the past the full consideration has always been given to 
whatever the cost of an airplane might be. The treatment in the past 
on capital gains has actually been on two bases: an open period and a 
closed period. 

Tf a carrier were on a closed-period basis then capital gains were kept 
by the carrier and were not offset by the Board at all. 

If the carrier was on an open rate, then they were considered 100 
percent and the theory, as I said before, was to provide the carrier with 
all his expenses and to offset that against that subsidy in an amount 
which would give him a rate of return above his actual costs. 

Senator Monroney. What effect would this bill have on a reopened 
proceeding, Board order E11146, which the Board is now conducting 
to determine the amount, if any, of overpayments of subsidy to Pan 
American for past years, referred to in your inclosure to the House 
Committee appearing on page 13456, August 14, Congressional 
Record ¢ 

Mr. Gurney. On March 20, 1957, the Board adopted the order you 
have alluded to, 14756, which proposed to reopen the previously estab- 
lished subsidy mail rate for Pan American, and which final rate order 
Pan American had appealed to the Federal court. 

The Board’s reopening order was subject to approval by the Court 
of Appeals. Such court approval was obtained by the board on 
May 17, 1957, and accordingly the Board’s staff is now engaged in 
further auditing of the books of the Pan American system in prepara- 
tion for a hearing to determine whether and to what extent Pan Ameri- 
can may have been overpaid any amounts of subsidy. The reopened 
proceeding is extremely complex and will require a considerable period 
of time for final completion. 

Senator Monroney. It would have no bearing, actually, on the 
equipment, on this equipment matter ? 
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Mr. Gurney. Not as I see it. 

Senator Monronry. Is it $614 million that the examiners claim was 
overcharged on the subsidy ? 

Mr. Gurney. Not the examiner, no. 

Senator Monroney. The auditors? 

Mr. Gurney. One year of Pan American’s books had been audited. 
We are now in the preparation of auditing over along period. I don’t 
want to state the period from memory. That is what takes so long. 
We are auditing completely the books right up to date over any period 
that is in controversy. A guestimate was made, I believe, on any who 
made such a statement, stating an exact amount. 

eer Monroney. The amount has been published at about $614 
million. 

Mr. FrrzGrratp. Mr. Chairman, that figure was used. However, 
there has been no hearing on this matter as yet. So that whatever the 
amount might be, from zero on up, is a completely undetermined 
amount. I think, if I understand your initial question correctly, you 
have asked whether the determination that some amount is due back 
from Pan American would have an effect under this bill ? 

Senator Monroney. Would it have an effect ? 

Mr. FrrzGrraxrp. No, it would not, unless the bill were made retro- 
active back into the periods here involved. 

Senator Monronry. The periods here involved go even beyond the 
present Senate bill which goes back to 1956? 

Mr. FirzGeratp. That is correct. 

Senator Monroney. So that from all standpoints this bill would 
have no bearing on that case at all ? 

Mr. FrrzGeravp. Not unless we found some problem from the date 
of the bill forward. 

Mr. Mureny. May I interject: Does that proceeding include the 
calendar year 1956, Mr. FitzGerald ? 

Mr. FirzGeratp. It does not include 1956. 

Senator Monroney. That is outside the purview of the investiga- 
tion ? 

Mr. FirzGeravp. Of this particular order, yes. 

Senator Monroney. So therefore it would have no bearing what- 
soever on this case ¢ 

Mr. FrrzGeravp. No. 

Senator Monroney. It is noted that the chairman of the House 
Interstate and Foreign Commerce Committee has stated, Congres- 
sional Record, August. 14, page 13454, that— 

From documents filed with the Board it is estimated that during the period 
1956 to 1960 a total of $67,276,000 in capital gains may be realized by the 
present subsidized group of air carriers. 

I wish you would further amplify that because it is a very important 
figure and it is one that I am certain the Members of the Senate will 
want to know about completely when and if this bill is reported be- 
fore it. 

' Mr. Gurney. I can answer that, Mr. Chairman. We have this 
tabulation here. I will be glad to put it in the record. 

Senator Monroney. Is that the same 

Mr. Gurney. From 1955 to 1960. It comes up with an estimated 
net capital gain 
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Senator Monroney. Excuse me. That isn’t the one that was 
printed in the Congressional Record. That is a new table. 

Mr. Gurney. It is a table giving our best estimate of the possible 
capital gains for the period 1956 to 1960 as estimated by the subsidized 
airlines. 

Senator Scnorrret. Was that to 1960 but not including 1960? 

Mr. FrrzGeratp. It would include 1960. 

Mr. Gurney. Inclusive. First it lists the type of aircraft, number 
owned on December 31, 1955, and the number estimated to be sold, 
432 owned at the end of 1955 and it estimated that 306 would be sold. 
It gives their estimated gross selling price, residual values, less capital 
gains of 26 percent, capital gains twenty-three odd million dollars, 
with a final figure on estimated net capital gain of $66,276,000. 

Senator Mont RONEY. $66,276,000, and that is the figure less the 26 
percent capital gains tax? 

Mr. Gurney. That is right. 

Senator Monroney, That is for the 5 years 1956, 1957, 1958, 1959, 
and 1960; is that correct ? 

Mr. Gurney. Yes. 

Senator Monronry. In other words, the estimate over the 5-year 
period will average some $13,250,000 a year for all airlines; is that 
correct ¢ 

Mr. Gurney. Quite close. 

Senator Monroney. Dividing that by five. But there will be, if 
the bill is not made retroactive, there will actually only be 4 years, 
which would be $66 million less $13,250,000 or roughly $53 million. 

Mr. Gurney. That would be pretty close, Mr. Chairman. 

Senator Monronry. That might be misleading because many of 
the sales of old equipment that might have been sold in the year 1956 
would not have been sold w aiting and hoping for a capital gains 
exemption. 

Mr. Gurney. This material, Mr. Chairman, was presented in the 
Capital Gains Proceeding, Docket 7902, that I have talked about 
recently, and it is called joint exhibit 30, prepared by the airlines 
themselves. 

Senator Monronry. That is an estimate and there is no way of 
knowing if all of the airlines got their full reequipment problems, 
financing, and everything according to schedule. That would be 
their ultimate objective—replacement of 306 new aircraft out of their 
432 fleet ? 

Mr. Gurney. That is right. That was their best estimate at the 
time they presented this exhibit. 

Senator Monronry. Do you have a breakdown of the small airlines 
and the big airlines? 

Mr. Gurney. We have only the past, Mr. Chairman, for calendar 
years through 1956—from 1945 through 1956. A small capital gain 
in 1945 was $345,000 in that year, running up to $5,833,000 in 1956. 
That pretty well covers all certificated air lines. 

Senator Monnonry. In other words, the. ratio that one airline 
bears to the total in the total years from 1946 to 1956 would be rather 
an accurate figure on which to project the share that they would 
receive in the replacement from 1956 to 1960? 

Mr. Gurney. Airlines, of course, change in size and relative posi- 
tion up and down the list. It would be pretty hard to clear that. 
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Senator Monroney. You got these figures from the airlines them- 
selves, you said ¢ 

Mr. Gurney. From the reports to the Board. 

Senator Monronry. Then you could give it to use as to what the 
airlines themselves estimate, is that correct, that they will sell and 
that they will buy ? 

Mr. Gurney. This is a reporting figure, Mr. Chairman, so it is 
quite accurate for the period from 1945 to 1956. 

Senator Monroney. But what I am talking about is your projected 
figure that. you have gotten from the airlines, you say, for the disposal 
of 306 aircraft. You must know that by the various airlines. 

Mr. Gurney. That is in the exhibit, I expect, yes. 

Senator Monronry. Could you furnish that for the committee ? 

Mr. Gurney. Yes, we will do that. 

Senator Monronry. Broken down by airlines, so we can tell how 
their own projection shows it. It is quite difficult to project those 
that will be on subsidy or off subsidy. In other words, the figures 
that you have and that you give in this figure of $66,276,000 undoubt- 
edly would apply to Pan American ? 

Mr. Gurney. As well as all the others. 

Senator Monroney. But you tell us that pnless the Board changes 
its present finding or calculations, or unless Pan American’s situation 
worsens in a future year between now and say 1960, that they will not 
be eligible—it would not make any difference to them; in other words, 
they would get the full capital gains treatment because they will be 
off subsidy ? 

Mr. Gurney. That is right. 

Senator Monroney. In other words, they will be treated the same 
as the other airlines who can sell their airplanes and without even 
committing that prot to the purchase of new aircraft they can keep 
it in their capital structure and do what they wish with it—pay div- 
idend, raise salaries, or what not ? 

Mr. Gurney. As soon as they are off subsidy they can do that, any 
airline. 

Senator Monroney. So if it be true that Pan American is now con- 
sidered to be beyond subsidy, then a considerable portion of the 
$66,276,000 will disappear as an element to consider in the possible 
loss of offsets ? 

Mr. Gurney. I hope we can furnish this to you broken down by 
carriers so that the answer to that can be ascertained. 

Senator Scuorrret. Mr. Chairman, in other words then, if Pan 
American is off subsidy, in proceedings that you have in mind or in 
the course of conducting, if it is shown that they are completely off 
subsidy, then what figure you have attributed to Pan American, in this 
eure of some sixty-some million, you would have to deduct from 
that ? 

Mr. FrrzGeravp. That is correct. 

Senator Scuorpret. Is that the largest substantial source of the 
capital gains, namely Pan American? Is that the largest one? Or 
have you something in your records to indicate otherwise? That will 
be shown in the exhibit you will send up? 

Mr. Gurney. I can tell you in the period from 1945 to 1956, out of 
the $42 million in seperied retirement gains, $27 million of that was 


Pan American. From 1945 through 1956. I don’t know if there is 
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any Pan American money in this new list, this projected figure from 
1956 up to 1960. This is by the subsidized airlines. We are going to 
furnish you the breakdown of that if it is available, and as quickly 
as we can and you can ascertain that. 

Senator Monroney. If you furnish that for the present for the 
subsidized lines, it will not show Pan American as a potential bene- 
ficiary because it is not on subsidy at the present time in the consid- 
eration of the Board. Is that nota fact? 

Mr. Gurney. That is right. 

Senator Monroney. Therefore, the table I think, for clarity, should 
show those which the Board considers to be on subsidy for the year 
1958, with a notation of the potential expense additionally if Pan 
American in any year goes back on subsidy. 

Mr. Gurney. All right. 

Senator Monroney. I think that would be clear. We don’t want 
to charge this bill as a $66 million cost over the 5-year period when the 
findings of the Civil Aeronautics Board and even their appearance 
before the appropriations committee does not indicate that they 
intend to pay a subsidy to Pan American for the fiscal year 1956. 

Mr. Gurney. You see we have started a case, Mr. Chairman, to find 
out if they are entitled to subsidy after October 1, 1956. Consequently, 
we don’t know yet. 

Senator Monroney. I thought it was mail pay. You have found 
from your studies they are not entitled to subsidy for the year 1958. 

Mr. Gurney. We haven’t made a finding through any actual case 
before the Board. The case is in progress now and the audit is being 
made for the whole period. The Board will finally come down with 
a decision which will include the period before October 1, 1956, and 
subsequent thereto. 

Mr. FirzGeravp. Mr. Chairman, it might be helpful if I stated for 
the record what our temporary mail rate policy is. The Board re- 
opened this rate because of the possibility that the amounts which 
would be paid as of October 1 forward, would be in excess of the needs 
of the carriers as a whole. When you put it on a nonsubsidized rate, 
it is not then determined it needs no subsidy at all. It simply applied 
its temporary rate policy which is to give the carrier its break-even 
need, which is its need without a return element in it, or a service rate. 

In this case the service rate of Pan American would return it more 
than its break-even, and on that basis it would be in a profitable posi- 
tion. So the determination of the Board went no further than that. 
As to whether from October 1, 1956, forward, Pan American may or 
may not actually be entitled to subsidy, from that particular date 
forward, is a matter for future determination by the Board. 

Mr. Murruy. How does Pan American feel about that position of 
the Board ? 

Mr. FrrzGeravp. I can’t say, sir. They have filed a forecast which 
requests subsidy. However, that is not being actively pursued at the 
present time. Until the Board either issues a final order on the peti- 
tion of the carrier taking them off subsidy permanently, or until it 
reaches a final determination after notice and hearings and so forth, 
the Board is unable to advise Congress whether or not, as a matter of 
fact, Pan American will or will not be entitled to subsidy from Octo- 
ber 1, 1956, forward. 
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Mr. Murrny. Is Pan American a party to the capital-gains pro- 


nang 
Mr. FrrzGerraxp. It is. : 

Mr. Mureny. What conclusion do you derive from that fact? 
Does that. mean that Pan American is interested in continuing on a 
subsidy basis ? 

Mr. FirzGerap. I would not say that conclusion should be drawn 
from that fact, sir, because the capital-gain proceeding was instituted 
on — 6, 1956. It was not until October 1, 1956, that the Board 
issued a temporary rate which took them off subsidy at that time. So 
that they were actively receiving subsidy when the capital-gains pro- 
ceeding was instituted, and they were logically a party to it. 

Mr. Murpuy. Would you state for the record, Mr. FitzGerald, 
the rates of return on domestic and international airline subsidies? 
Do you have a fixed rate that you use? 

Mr. FrrzGrravp. We allow 8 percent domestic, 9 percent inter- 
national, and on the feeders we have a proceeding pending to deter- 
mine the precise rate of return for subsidy purposes. 

Senator Monronry. Eight on domestic and nine on international ? 

Mr. FrrzGrrap. Yes, sir. 

Mr. Moureny. For the clarification of the record, since we have 
used these terms frequently this morning, would you give us your 
definition of open and closed rates? 

Mr. FrrzGeratp. An open rate is simply a situation in which a 
determination as to what finally shall be paid by the United States 
Government in terms of subsidy support to a carrier, is open to de- 
termination by the Board, and will not be closed until some kind of 
final order is entered by the Board. 

A rate is a closed rate when the Board has issued a final binding 
opinion as to the payment, and as those payments, if it is a future 
rate, will continue on indefinitely into the future, until either the 
Government or the carrier reopens the case by filing a petition. 
.'\Mr. Murpny. Are those rates determined under section 406 (b) 
of the act ? 

Mr. FrrzGrravp. They are. 

Mr: Murpny. Not under section 406 (a). 
.) Mr. FrrzGrrarp. That is correct. 

Mr. Mureny. Can you give us briefly, what is the measure of need 
of the carrier as referred to in section 406 (b) that the Board applies 
in determining the amount of compensation that the Government 
should pay for the performance of the objectives of this act? 

Mr. FrrzGrraip. Costs, properly and reasonably incurred by. the 
management under reasonable, honest, and efficient management. .. We 
take those costs plus a percentage return on the mvestment base as 
calculated at the time, and then we deduct from that of course the 
revenues, including the compensatory mail pay received by the carrier. 

Mr. Murruy. Do you take into consideration not only the need of 
the carrier for return on its investment, but also the desirability of 

romoting a more eflicient domestic airline service and effectuating 
in part the defense needs which the civilian transportation service is 
to serve ? 

Mr. FrrzGrraxp. In determining each policy problem as it comes 
before the Board, the Board does have broad objectives which it 
applies under the terms of the act, including the needs of the Defense 
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Department, the needs of the postal service, and the need for the 
development of an adequate system of transportation for the country 
as a whole. 

Mr. Murruy. Do you believe under section 406 (b) as it is presently 
written you could elevate the rate of return—it is an arbitrary figure, 
l suppose, 8 or 9 percent ? 

Mr FrrzGerap. It is not an arbitrary figure, sir, in the sense that 
it was arrived at after very detailed hearings regarding the level 
of return required to attract capital to the industry and so on, and 
that very question of course is coming up again in the general passenger 
fare investigation. 

With respect to commercial rates, itis also now before the Board 
in connection with subsidy in a case involving the feeders. So the 
rate of return is a matter on which the Board can adjust it upward 
or downward on the basis of a record which would show where it 
ought to be in order to properly develop this industry. 

Mr. Murnpey. I might state for the record there, Senator, that that 
was one of the criticisms or comments that was made by critics of our 
similar bill a year ago, that the Board has the present authority to 
take care of “the need” of any carrier under section 406 (b) without 
the special treatment which this bill contemplates through ,capital 

ains. 

s Mr. Gurney. The way to take care of the development of airlines 
along the lines you are asking about now is that the Board approve 
the Moprediation charges on new, modern equipment. That will go on 
through the years as the aviation industry developed new-type planes, 
better serving the aviation needs of the United States.. So in that 
way the Board has recognized the obligation of development of na- 
tional defense and all those things. 

Mr. Murpuy. In any event, the dollar will still come from the same 
source, whether we use an increased rate of return or the type of treat- 
ment of “other income” that is contemplated by this bull; is that 
correct ? 

Mr. Simms. The theory would be different, and obviously the amount 
of dollars would be different, too, because you wouldn’t arbitrarily 
increase the rate of return sufficiently to allow each carrier to retain 
the particular capital gains that it had réalized. You would. have to 
have some independent standards of determining, the rate of return 
and there would be a difference in the amounts. 

Senator Monroney. If the Senate amendment, which makes this 
bill retroactive to January 1, 1956, were to apply, the total amount of 
capital gains would be in excess of $5,333,000; would it not?._ 

On page 13456, in your so-called schedule B, submitted to the House, 
the reported aircraft retirement gains or losses, January 1, 1956, 
through April 5, 1956, and in the separate column, April 6, 1956, 
through December 31, 1956, shows the figure of $5,333,000. 

Mr. FrrzGeratp. That is correct. 

Mr, Gurney. That is our correct figure, Mr. Chairman, from the 
reported aircraft retirement gains of the subsidized carriers. 

Senator Monroney. Therefore, there would be another half year 
added on to that; would there not? At least, because we are past 
midyear in 1957. So it would take in perhaps in the neighborhood 
of $7 million or $8 million in capital gains, 
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Mr. Gurney. Whatever it totaled up to, the last half of 1956, calen- 
dar year 1956; that is right. 

Senator Monroney. I don’t know who told me or where it came 
from, but it seems to me someone informed me that the losses—or the 
eapital gains achieved again by Pan American were reported for the 
year 1956 at $4,652,000. Do you know whether that is from the sale 
of aircraft from the loss of aircraft in the Pacific? 

It seems to me someone told me there was a figure of a considerable 
amount due to the ditching of a plane, and the difference between 
S book value and the amount the insurance company paid for the 
plane. 

Mr. FrrzGrratp. There were both. There were actual capital gains 
incurred by the carrier during the year on the sale of aircraft. It also 
realized a very substantial capital gain following the loss of the plane 
in the Pacific. 

Senator Monronery. How much capital gains; do you have an idea? 

Mr. FrrzGrrap. I am not sure, sir, that I have that. It is some- 
thing, of course, that we could obtain for you. 

Senator Monroney. I think it would be rather important. It 
would apply only to subsidized lines? 

Mr. FrrzGeravp. Yes, sir. 

Senator Monroney. On any aircraft lost by a subsidized line, the 
difference between the book value and what the insurance company 
pays for the plane would be a capital gain and would have to be 
applied to the purchase of a new aircraft. 

fr. Gurney. You want to bear in mind, Mr. Chairman, that we 
have opened the rate back to October 1, 1956, so we do not know how 
it will come out after October 1, 1956, the last half of the calendar 
year 1956, about which you are now asking the question. Any capital 
gains after October 1 might be in the period when they weren’t receiv- 
ing any subsidy. We don’t know yet. 

Senator Monronery. You have no comment to make on the validity 
or desirability of section 2, have you ? 

It is a highly controversial part of the bill since the House seems 
completely adamant in insisting on its being striken:from the bill. In 
fact, as you read the record, you get the feeling that passage was con- 
ditioned upon the known retroactivity of the bill, 

Mr. Gurney. I don’t believe the board could understand the condi- 
tion of the case before the Board now, and I don’t believe I am auth- 
orized to state any position as to the retroactive feature. 

Senator Monroney. The total amount would be in the neighbor- 
hood. of about $7,500,000 that this would add to the possible liability 
for loss of offset ? 

Mr. Gurney. During 1956, the whole calendar year you are talking 
about ? 

Senator Monronry. Yes. 

Mr. Gurney. Yes, sir. 

Senator Monroney. Pan American, being on subsidy for that period 
up to October would have full entitlement to recovery from January 1 
to October for any aircraft sold on which there were capital gains. 

Mr. Gurney. Mr. Chairman, looking at 1956 again, of course talk- 
ing about the fiseal year instead of the calendar year, this statement 
that we have here is gains or losses for the calendar years through 1956. 
So the figure of $5,333,000 is for the calendar year. 


ee eer 
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Senator Monroney. It would be fiscal 1957? 

Mr. Gurney. It is for the calendar year of 1956. So we don’t need 
to talk about the last half of the calendar year because this is the full 
calendar year of 1956 and the reported figures show a gain of 
$5,333,000. 

Senator Monronzy. The first half of the calendar year 1957 has 
now run before the bill is passed, so you will have a half year to add 
to that to get your proper amount. And the year for which you figure 
Pan American is off subsidy, as I understand it, is fiscal year 1958, 
which started July 1, 1957. So they would be subject to subsidy for 
the calendar year 1956, and for the calendar year of the first half of 
the year 1957, would they not ? 

Mr. Gurney. They were on a closed rate until October 1, 1956. On 
October 1 we opened the rate to find out whether they should con- 
tinue to receive subsidy after that date. 

Senator Monronry. When they were on a closed rate they were 
entitled to keep their capital gains? 

Mr. FrrzGeratp. Not after April 6, 1956, when we started the 
capital gains proceeding. 

Senator Monronry. How long were they on a closed rate? 

Mr. FirzGrraup. They were on a closed rate all of 1956, until we 
reopened it. 

enator Monroney. Were they on a closed rate for 1955 ? 

Mr. FrrzGrratp. They were on a closed rate that had been previ- 
ously closed. We worked out the final rate in 1955. 

Senator Monroney. They were able to keep, in all those years, their 
full capital gains? 

Mr. Pvt anki No, sir. 

Senator Monronry. I thought you said they could if they were on 
a closed rate until the October decision, which then made both the 
closed and the open rate subject to offset. 

Mr. FrrzGrravp. But in prior determinations we had covered previ- 
ous open periods, and during those open fra Pan American had 
realized capital gains which were offset. I believe, at one time, it was 
some $7 million. 

Senator Monroney. In the other years when they were on a closed 
rate they were able to keep it ? 

Mr. FrrzGeratp. Yes, sir. 

Senator Monroney. Can you furnish for the record the years when 
they were on a closed rate and that they were able to keep their capital 

ains ? 
: Mr. FrrzGerap. Yes, sir. 

Senator Monroney. You don’t have it here ? 

Mr. FrrzGrrarp. No, sir. 

Mr. Gurney. We will furnish it. st Ue 

Senator Monroney. So they were on an “on again, off again,” is that 
correct ? 

Mr. FrrzGerratp. I think Mr. Simms can answer the question in 
detail. 

Mr. Srums. Why don’t I answer it, and if I am wrong we will so 
advise you. ; ‘ 

The carrier’s rates were open through 1954, at least insofar as capital 
gains are concerned, so there is no problem there. 


96134—57——3 
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A final rate was fixed effective January 1, 1955, but that rate wasn’t 
established by the Board. It wasn’t ordered by the Board until De- 
cember 1955. We had exact information as to the capital gains during 
the calendar year 1955, so that those capital gains are offset in 1955 
and reduced their subsidy. 

The only capital gains to any extent which were not reached by the 
Board were the gains between January 1, 1956, and April 6, 1956, when 
the Board instituted the capital gains proceeding, which had the effect 
of opening up the whole question i all carriers, including Pan 
American. 

Senator Monnoney. That was only a 4-months period ? 

Mr. Summs. It was that 4-months period during which they re- 
tained some $3,600,000 of capital gains. 

Senator Monrongy. W hat date was that ? 

Mr. Sous. Between January 1, 1956, and April 6, 1956. 

Senator Monroney. Therefore, the retroactivity of this bill to 
January 1, 1956, would not refund them $3.5 million, because they 
have already gotten that? 

Mr. Srums. That is correct. 

Senator Monronry. They have been allowed to keep, and not have 
to offset, the $3.5 million capital gain during that period, and there 
is no question about making them pay it back? 

Mr. Simms. No question whatsoever. 

Senator Monroney. So that $3.5 million from the sale of aircraft 
from January 1, 1956, to April 6, 1956, is theirs, so the actual cost 
of our amendment would be less the $3.5 million ? 

Mr, Simms. Yes. 

My. Gurney. I find that the statement previously given to com- 
mittees of Congress I believe, that we have gone over carefully, I will 
be glad to read at. this point. 

In connection with the effect. of the retroactive clause in section 2 
of the draft bill; the attached table on reported aircraft retirement 
gains indicates the reported capital gains by carrier for the calendar 
year 1956. 

Capital gains before related capital gains taxes for the year 1956 
have been reported in the amount of $5,333,000. However, a sub- 
stantial part of this amount would not be affected by the retroactive 
clause of the bill since part of the capital gains was realized by sub- 


sidized air carriers prior to April 6, 1956, when the Board instituted 
the capital gains proceeding, and at a time when certain carriers 
were on final subeict 
capital gains. 

pecifically, the Pan American gains amounted to $4,652,000 for 
the full calendar year 1956, consisting of $1,147,000 of capital gains 


y rates with no provision for deduction of future 
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between April 6 and December 31, 1956, which would be affected by 
the retroactive clause of the bill, whereas the remainder of $3,505,000 
related to the period prior to April 6, 1956, is not affected by the 
retroactive clause of the bill since Pan American was on a final rate 
at that time. 

Senator Monronry. That is what I was trying to get. So their 
amount that would be subject to retention would be $1,147,000 for the 
full calendar year 1956? 

Mr. Gurney. The period after April 6. 

Senator Monroney. Was that in the calendar year that the aircraft 
was lost ? 

Mr. FirzGeravp. I believe that is when the aircraft was lost in the 
Pacific, but 1 am not sure. We would have to supply that for the 
record. 

Senator Monronery. Was there any other argument as to the Senate 
amendment ¢ 

Mr. Gurney. That is all that I have, Mr. Chairman, unless you 
have further questions. 

Senator Monronery. Senator Schoeppel ? 

Senator ScnorrreL. No questions. I think the questions by the 
chairman have covered it thoroughly. 

Senator Monroney. We appreciate very much, Mr. Gurney, your 
giving us this valuable testimony, particularly the statistics. 

Mr. Gurney. Thank you. 

Senator Monroney. It would ts 
certified public accountant to tell 
have. 

(The following supplementary information was submitted by the 
CAB :) 


ike a Philadelphia lawyer and a 
us al 


is about the statistics which we 


Aveust 21, 1957. 
Hon. A. S. MIKE MONRONEY, 
Chairman, Aviation Subcommittee, Committee on Interstate and Foreign 
Commerce, United States Senate, Washington, D. C. 

Deak SENATOR MOoNRONEY: Transmitted herewith is the material you re- 
quested in connection with 8. 1753, proposed capital gains legislation. 

The enclosed tables are believed to contain all of the information requested 
except a breakdown of capital gains forecast by each carrier for the period 1956— 
60. The earriers, other than Pan American, have: not individually supplied such 
data. Enclosed are copies of the exhibit submitted by Pan American and a joint 
exhibit submitted by all subsidized carriers in the capital gains proceeding. 

We will be happy to furnish any further information which you may require. 

Sincerely yours, 
CHAN GURNEY, 
Vice Chairman. 
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Carriers which have received subsidy since Jan. 1, 19.56 


Carrier Mail rate status 
i Open 
Loeal service: 

ES hE A gl ae ga me TS Do. 
SR AOR aS eee eT fe TY te oe Do. 
I a Do. 
SL Rd ena ea te Closed 
ag A AY bit Do. 
Pe ee pe oC Sy) Open 
I ake Se ie el oe i ET ee Do 
hk Di a Deh ae ee i 
a Closed 
I te eee eh Tied ta ES Do 
a eaeeeee Cle re ee to de Open 
Neen nnn nn enn a deaspanieuusion Do. 
Nee Ti asdsneatedseldinns Closed 
Od kl asters Open 
Helicopters : 
RR ae AE eee Do. 
Te i eenentnammnrsmannnabbdh a taiabe iababel Closed 
Cs inal said cnendaniceiinmaeceiemepteeiinoe Open 
Alaskan carriers: 
Neen cccuseeentiuerehcheie ppeennpeniagees Do. 
I ie ltd decent oan bdeniedlodnetenedadldsahe Closed 
eR Sn ee a Be eh lel Do. 
Ded cietttednine etn lobanpedaaineaebeoe Do 
8 ET ds endnote denned elena sete tigen tens Do. 
lain desc enidnenguiarentne-aakna dw ewesteapumenesrrengeseni’ Open 
Sm mnnere Watamee ys Lek Do. 
= eb aada 2 oe ee ee lies Closed 
it Cale neeiniataccadide chess nich sctnany esis lanier hein ereoninStichianenminesmeniranenicisnasimneas Open 
Hawaiian: 
NE ceria emenstigipneethopaenepngtotancreneeentiog Closed 
i apenas eaniomieninhiapbabineiine Do. 
International carriers: 
a a ain cheba eb snares Soest NLT Nad Ra Open 
Pur mee Ah eo a a Do. 
Pan American-Latin American *_____------_..---.--.---.-----.. Do. 
aes Metre rte 8 titi at cases pce cwmiakemnnwiene Do 
Pena Bees iti cline ditdaentisinnsmbbencewe= Do 


21 Subsidy free since Apr. 28, 1957. 
2 Currently receiving no subsidy, however, mail rate is open. 
8 Subsidy free since May 1, 1957. 





REINVESTMENT OF CAPITAL GAINS BY AIR CARRIERS 33 


TaBLE 2.—Estimated subsidy accrual, fiscal year 1957 


{In thousands] 








Carrier Subsidy Open rate period 
accrual 
Domestic trunklines: Northeast. -_-................-.--- | $1, 163 | Feb. 7, 1957, forward. 
Local service operations: 
IIIT ascsls deicpeinicinslacieneubsdiagieniecn paiement 2,487 | Apr. 1, 1955, forward. 
a i BR Be 1,275 | July 1, 1957, forward. 
SE hwithickecruteiminnenuiiesandowemeenimntge 2, 259 | Apr. 6, 1956, forward. 
SINT... iS een antag RAM ann nthe owncipdames 2,490 | Closed. 
Lake Central Jo idnemppedisiannscyp beceachah euiey 1,450 | Jan. 1, 1957, forward. 
DONE. MS. c cnncthdibiedadenandade eubisdns 1,381 | July 1, 1955, forward. 
North Central...............-. scies utp baawoeubakienan | 1, 586 | Dec. 1, 1956, forward. 
SION 5 inch Dede enon eneccas teen | 2, 733 | Closed. 
Piedmont... _._..--- : Gi So Fae dal 2, 169 Do. 
SAMNONORE Sa MOMROT). ..c doe oUs.- 2 .cagecnscoceten 678 Do. 
Southern. __-.-- eS. | he ee | 1,917 | Apr. 6, 1956, forward. 
REN oon cog one csonnnesecacencenine 1, 761 | Jan. 9, 1956, forward. 
Trans-Texas 2,888 | Closed. 
West Coast 1,822 | Dec. 1, 1956, forward. 
ao! 
Total L on aniaabeonti elie sin du tds diahiadachaiale 7, 196 | 
=—_— ] 
Heliconter operations: 
Chicago 7 see S. Lacsabwutetendl 1,175 | Apr. 6, 1956, forward. 
Los Angeles .__- oa i | 935 | Closed. 
DOO OUR DOL ig nnd conc Sudden bine wiebnsiniteinieel 1, 664 | Feb. 3, 1956, forward. 
‘Tetel....., f4c.cn cntinteh bulla ; os | 3, 774 
Alask in operations: 2 
Alaska Airlines SioabOt she suena 1,548 | Feb. 6, 1957, forward. 
Alaska Coastal. - -- ay: ae : : | 312 | Closed. 
BIEL inc ohiceighuaetinineconed a dhas cael 2 | Merged with Wien July 9,f1956. 
Oordove...35.J.-. ale ‘ 273 | Closed. 
Ellis Jaddua a | 231 Do. 
Northern Consolidated _- dns ‘ 618 Do. 
Pacific Northern __........- 2, 566 | Apr. 23, 1957, forward. 
Pan American suueanon 3 abaiiia } 332 | Oct. 1, 1956, forward. 
Os on) debs cccucrdegu band odie 642 | Apr. 8, 1957, forward. 
Total._.._- : 6, 524 
oS 
Hawaiian operations: 
Hawaiian Airlines. -_. ila al 235 | Closed. 
Trans-Pacific__._....-- ae . —-" 50 Do. 
ER acid Nine tecdihinheasingndln ap aric<ieanine : cucsal 285 
Transatlantic operations: Pan American __. | 438 Oct. 1, 1956, forward. 
Transpacific operations: Pan American... } 293 Do. 
SS 
Latin American operations: 
Braniff-.....---- pquavapieth«as}=+ Sabechinashkanagaiel | 982 | July 10, 1957, forward. 
i, FRE | 3 | 1,500 | Oct. 1, 1956, forward. 
eet tnt ct edie canarias ceaheee ocean 986 | Dec. 31, 1954, forward. 
ON aati A lit EE dn hmeipaiinie Siecle dittin takes | 3, 468 
Total all carriers.........----- -ohahbGbhnc« 43, 141 
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TABLE 3.—Carriers in capital-gains proceeding—Relationship of subsidy to 
total operating revenues, fiscal year 1957 


{In thousands] 


























| 

| | Relation of 

Total oper- | subsidy to 

ating reve- | Subsidy total oper- 

nues ating reve- 

nues 
Percent 

a alla aimnnpemenin $5, 974 $1, 548 25. 91 
1, 289 312 24. 20 
7, 557 2, 487 32. 91 
3, 240 1, 275 89. 35 
50, 007 982 1. 96 
3, 705 2, 259 60. 97 
20, 021 678 3. 39 
21, 408 273 19. 39 
2 958 231 24. 11 
Prontier. .....-..- i ete Mi Sc asctkccsceskseus 6, 249 | 2, 490 39. 85 
Penn c.g eee, Ck Ee Set ween 5, 655 | 235 4.16 
i iis nm ace nbacdbne sade te CMe cStSTs wandiacees 1, 350 | 1, 175 | 87.04 
a 5 ats ok EE Rind wae Bacevene omdbiee 3, 047 1, 450 47. 59 
Los Angeles_._. Sc gIWWUNIOSSES sSSss SS as 1, 301 | 935 71, 87 
Mohawk............-..-- De eS kate decline ae meicace atch sia 6, 639 1, 381 20. 80 
Peer We. .sesiedint sal Gedi ..upé..J Tl na cE nuphen nin biboiin ts 2, 231 | 1, 664 74. 59 
North ae Rea nt tia data peas etbantins 5 PR he 8, 967 1, 586 17. 69 
De dui ee st ta US onthe dn BOOS. 2. anh ensesuacese 11, 409 1, 163 10. 19 
Northern OMINOUS «. . nn denncnssescusse 2, 927 618 21. 11 
Re RS oe a Ee nc os epaemn scien 2 6, 292 2, 733 43. 44 
Pacific tis cavcéec+>--0se~deurbetsaneslten 9, 845 2, 566 26. 06 
PIMA SET chun cota encscci ceased 21, 434 986 4.60 
Pan American. i... 22. -222..4--L54.. 304, 512 | 2, 563 . 84 
Ri Be ict eke de bhbwesccecchovnsatoncotie 7, 896 | 2, 469 31, 27 
Baie dtd Pc se Sac. Soon econ ceee 1,172 - nile ae ROOM one 
RES URE Ubaket db Aiknienwevatussenssesecns 4, 208 1, 917 | 44. 60 
I 8 eal ee dk PE. web senmimneennee 5, 677 1, 761 | 31.02 
Trans-Pacific !___.._....- mashed ia ince estipon daleetiatlipincibua 2, 155 | 50 2. 32 
re te: Oe tee et mae 8 SOG 8 Salle 6, 504 2, 888 44. 40 
ee Fe I sO hl BE see cen sacdecnesnescs 4, 225 | 1, 822 | 43.12 
eth coy a COMUR TOL BOE LES. - nc pnemnaeciencane 4, 724 | 642 | 13. 59 


1 This carrier had a subsidy-free rate established during fiscal year 1957. 


212 months ended Mar. 31, 1957. 


TaBLE 4.—Schedule A, supplement—Trends in the cos 
of less than 50 seats 


t of new airline aircraft 

















Viscount. a! $953, 333 


971, 900 














| ' | j 
Convair Lockheed Douglas | 
Model 
DC-6A...| $1, 095, 215 | 
14DC-6B_..| 1, 137, 392 | 
DC-7.. 1, 895, 419 
| DO-SA... 1, 104 316 | 
C-6B__.| 1, 273, 408 | 
2 440 | 667,822 | 1049... $2,031,253 |} He_7 1! 882, 686 | do 
| DC-7C. 2, 248, 995 
DC-6A_..| 1,104, 277 
DC-6B _ 1) 152) 524 | 
3 440 | 659,367 | 1049G___| 2,022,972 |} DC-7 1, 858, 564 | 
DC-7B_..| 1,938, 735 | 
DC-7C_..| 2,240, 518 | 
Fg | Bote | kama | 
! Ib = w= = = 1, 861, 
4) 440 | 662, 506 | 1049G...! 2,011,909 |) HE_7H--"| 1/951" 953 do... 
DO-7C_._| 2, 243, 97 
DC-6A__.| 1,766, 613 | 
| DC-6B__.| 1, 259,951 | 
1957___| 1 440 | 669,677 | 1049H__.| 1,906,352 |} DC-7_....| 1,864,994 |¢..do_. 
DC-7B...| 1,830,073 
DC-7C__.| 2, 262, 964 | 
| DO-6B... 1, 186, 157 
J 1} DO-7..... 1, 885, 412 | 
2 440 | 708, 643 16494...) 2, 524,313 |} HGR 1 823, 021 | 
DC-7C_..| 2,267, 050 | 
| | | 





Norte.—Aircraft cost includes 1 set of engines. 
Source: Form 41, schedule A-4 for 1956 and schedule B- 


7 for 1957. 


| i | 
x 
| 


979, 074 


..| 1,001, 986 


1, 009, 739 








nee 


+ wees 





le TEAC GR CTO NS 


REINVESTMENT OF CAPITAL GAINS BY AIR CARRIERS 35 


TABLE 5.—Net capital gains from sale of aircraft for the period 1956-60 as 
estimated by the subsidized airlines 


[Money items in thousands] 


| Estimated gross selling | Less 








, Number | price j 
; owned at | Number ___| Estimated 
Type aircraft Dee. 31, estimated net capital 
1955 | to be sold | Residual | Capital gain 
Per unit Total values gains tax, at 


| 26 percent 





DO-6B........---| 49 | 19 $1, 400 














! 
' 


| 

| $26, 600 $3, 719 $5, 949 $16, 932 

|) tga et 16 | 12 | 1,100} 13, 200 | 1, 219 3, 115 8, 866 
Lette. c oicssckeg 3 | 6 720 | 4, 320 833 907 2, 580 
a RE 26 | 19 | 800 15, 200 4, 884 | 2, 682 7, 634 
D862 5-22. wat 33 25 | 440 11, 000 1, 149 | 2, 562 7, 289 
a cincniiies | 7 5 280 1, 400 129 330 941 
CV-340. - ==. -.-..| 36 | 27 | 440 | 11,880 1, 929 | 2, 587 | 7,364 
CV-240_-- =... 9 | 7 | 380 | 2, 660 347 601 | 1, 712 
DOR. <f.-dloaee 248 | 186 | 100} 18,600 1, 0389 | 4, 553 | 12, 958 
A Te Ieee 

Total_.....| 432 | 908 bores cna b 104, 860 15,208} 23, 286 | 66, 276 








chee Joint exhibit No. 30 submitted by the subsidized airlines in the capital gains proceeding, doeket 
No. 7902. 


TABLE 6.—Pan American World Airways, Inc.—Reported retirement gains, 
calendar year 1956 
[In thousands] 


} ; 
Jan. 1, 1956, | Apr. 6, 1956, | Total calen- 














} through |_ through dar year 
| Apr. 5, 1956 Dee. 31, 1956 1956 
1s é : Ra, RB AE ATS 
Flight equipment: } 
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Exuisir No. PA-D 


INFORMATION REQUESTED OF Mr. R. G. Ferguson oN Cross-EXAMINATION BY 
BUREAU COUNSEL 


There are set forth below the details requested of Mr. Ferguson by Bureau 
Counsel (transcript, pp. 1363-1366) as to possible future sales of flight equip- 
ment by Pan American. 

It must be stressed that these data do not reflect actual plans, but merely long- 
term estimates which may be affected by many factors. For example, since these 
estimates were prepared it has been tentatively determined to defer any plans 
for the sale in 1957 of DC—6B aircraft, pending the development of fuller and 
more up-to-date information as to various factors which will affect Pan Ameri- 
can’s requirements for aircraft and for capital funds. It should also be noted 
that no specific plans have as yet been made for the disposition of any other flight 
equipment. 
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Bales price | Profit before | Profit after 
tax tax 

$1, 600, 000 $726, 000 , 500 

2, 250, 000 1, 285, 000 963, 750 

2, 400, 000 2, 134, 000 1, 600, 500 

8, 000, 000 4, 050, 000 3, 037, 500 

14, 250, 000 8, 195, 000 6, 146, 250 

6, 400, 000 , 336, 000 4, 002, 000 

18, 750, 000 12, 450, 000 9, 337, 500 
25, 150, 17, 786, 000 13, 339, 

Fg oaks ch egee Mesa clashes donde npc B-707-120- _- 27, 762, 000 570, 000 427, 500 


Geant bine... 240... csa-| sh MEE 67, 162,000 | 26, 551,000 | ™ 913, 250 


Senator Monroney. The next witness will be Mr. Bradley D. Nash, 
Deputy Under Secretary for Transportation, Department of Com- 
merce. 

We appreciate your giving us the benefit of your testimony. You 
may proceed with your statement. 


STATEMENT OF THE HONORABLE BRADLEY D. NASH, DEPUTY 
UNDER SECRETARY OF COMMERCE FOR TRANSPORTATION, AC- 
COMPANIED BY ERNEST NASH, COUNSEL, DEPARTMENT OF 
COMMERCE 


Mr. Braptey Nasu. I am Bradley D. Nash, Under Secretary of 
Commerce for Transportation. This is Ernest Nash, who is of our 
counsel, and can answer any legal questions. I have a short statement. 

Mr. Chairman and members of the committee, I appreciate the 
opportunity you have accorded me to appear before you this morning 
to give the views of the Department of | paket regarding S. 1753. 

e are aware of the difficulties which the air transport industry 
faces in the immediate future in connection with the need for financing 
a vast program of reequipment so as to enable these carriers to con- 
tinue to provide safe, economical, and efficient service. 

We believe any reasonable steps which can be taken to aid the car- 
riers in meeting these problems would be in the public interest. 

At present, because of certain court decisions and proceedings insti- 
tuted by the Civil Aeronautics Board, a subsidized air carrier faces 
the prospect of having capital gains realized from the sale or other 
disposition of flight equipment applied as an offset to reduce the sub- 
sidy to which it would otherwise be entitled. Carriers are encouraged 
by this to retain such value as there might be in their equipment over 
and above depreciated cost by not realizing gains through sale or 
other disposition. Such a situation tends to delay the replacement of 
obsolescent equipment. 

We believe this result is not in the public interest. The public in- 
terest in the efficient, economical, and safe operation of subsidized 
air carriers would be better served if subsidies were calculated in such 
a way as to permit reinvestment of gains in more modern and efficient 
a without affecting needed mail rates. This is the purpose of 

. 1753. 
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We are concerned, however, that the provision limiting application 
of these capital gains to debts incurred subsequent to the date of the 
enactment of this bill will handicap carriers who have assumed ob- 
ligations to pay for equipment to be delivered in the future. We 
believe that obligations arising in such cases should be included with- 
in the purview of this legislation. 

nates to the foregoing consideration, we recommend enactment 
of S. 1753. 

Senator Monroney. Thank you very much, Mr. Nash, for your 
statement. 

I believe the language of the House bill differs to a slight degree 
from the language of the Senate bill in that the House bill meets the 
objection that you have. 

Mr. Braptey Nasu. We think it is.a rather advantageous thing to 
do, Senator. 

Senator Monronry. How far back should we go? In other words, 
one of the purposes of this legislation is to encourage the procurement 
of new and modern equipment on the airplanes. If we allow the sale 
of these aircraft to be used for past debts, how do you know that you 
are paying for a DC-3 or maybe—— 

Mr. Braptey Nasu. A dead horse? 

Senator Monroney. Or maybe an old-type plane. 

Mr. Braptey Nasu. This is equipment we are speaking of that is 
already on order. 

Senator Monroney. It may be on order, that is one thing. But as 
I understand your statement, it is not necessarily limited to aircraft 
on order ? 

aie Braptey NasH. We think that brings it into a reasonable 
period. 

Senator Monroney. If the aircraft is not yet delivered of course 
that would be one thing. If it has been delivered and is on the time- 
payment plan of the 5-year payout you might be paying for some 

oretty old equipment by the liquidation of these. I wonder if by the 
ouse striking out our amendment it would not be so broad as to allow 
them to pay for quite old debts. 

Mr. Braptery Nasu. It is our purpose to restrict it to that equipment 
which has been ordered but not delivered. 

Senator Monroney. I can see that our act requires: 

Any amounts so deposited in a reequipment fund as above provided shall be 
used solely for investment in flight equipment either through payments on ac- 
count of the purchase price or construction of flight equipment or in retirement 
of debt contracted after the effective date of this act. 

The retirement of debt contracted after the effective date of this act, 
T think is needed in there. In other words, I don’t think we want to 
go on a retroactive debt for which delivery of the aircraft has been 
made maybe months or years ago. 

Mr. Braptey Nasu. Definitely not. That is not the purpose of our 
proposal. 

Senator Monroney. For nondelivered aircraft. 

Mr. Braptry Nasu. Exactly; ordered but not delivered. I think we 
can give you the language. It is ordered but not delivered equipment. 

Senator Monroney. We would like to have you suggest some lan- 
guage. I think what you are shooting at is the same thing that the 
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bill is aiming at. 1t might be that we would not permit payments on 
aircraft ordered but not delivered. Is that your idea ? 

Senator Scuorpre.. Yes. 

Mr, Brapiey Nasu, Otherwise, it would make two different groups 
of equipment charges. 

Senator Scnorrret. Would the elimination of some of this limiting 
language atiect in any way the determination of a subsidy for the 
years prior to 1957 or even 1956 ¢ 

Mr. Brapiey Nasu. You understand I am representing the Depart- 
ment of Commerce, and our interest and knowledge of subsidy is 
somewhat limited. We are not specialists. That is a question which 
the Civil Aeronautics Board is fully equipped to answer. I would 
hesitate to give you an answer to that without a little research. 

Senator + sor a Can you give us the benefit of your judgment 
after you do some checking on that ? 

Mr. Brapitey Nasu. Yes, with pleasure. 

Senator Scuorrren. I do not know how far you might want to get 
into the other phase of this but I would like to ask you this question : 
Can you advise us if it would have any effect on the pending Pan 
American subsidy investigation by the CAB in the reopened proceed- 
ing, Board No. F-11146? ; 

fr. Braptey Nasu. Yes, although again the Civil Aeronautics 
Board is an authority in that area. I have noted your question and 
we will see what we can do to respond to it to the best of our ability. 

Senator Scnorrre.. Would you briefly explain the position of your 
Department on S. 3349, 84th Congress, a similar bill which we favor- 
ably considered last year, as compared to your present position? I 
would like to have some of the reasons for your change. 

Mr. Braptey Nasu. Well, I think perhaps we have become increas- 
ingly aware of the situation which requirements for new equipment 
are placing on the airlines, the costs, the quantity, the charges and 
expense will be very great. This is one piece of legislation which we 
are now of the opinion would be helpful. t 

There is another type of legislation called equipment-trust legis- 
lation which we also favor. We have not felt particularly sym- 
pathetic to the guaranteed-loan approach. Those are three principal 
pieces of legislation. I think you can say that over the past year, as 

did a moment ago, we have become increasingly aware of the prob- 
lem of reequipment in this rapidly approaching jet period. 

Senator Scrorpren. Is it correct to assume that your Department 
is recommending section 2 of S, 1753, the retroactive clause which the 
House struck from H. R. 5882, and if so, will you explain for the bene- 
fit of the record the reasons for your recommendation ? 

Mr. Braprey Nasu. We favored that legislation originally. We 
think it is helpful. We have not fully evaluated what the effect will 
be of the House action, and I am not aware of why the House felt it ad- 
visable to eliminate that section. They generallv consider things 
pretty carefully and it could easily change our thinking. 

Senator Scnorrret. Has your Department as such taken any definite 
position on this? 

Mr. Braprry Nasu. Only in the sense that we favored the House 
legislation as originally—— 
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Senator Scnorrret. And that is your last word on it as far as you 
are concerned at this hearing ? 

Mr. Brapiey Nasn. That is right, Senator. 

Senator ScHorrret. How can the provisions of notice to the Board 
in the use of capital gains for reinvestment in flight equipment within 
a reasonable time, as required by section 1 of the bill oA effectuated as 
to the calendar year 1956 as covered in section 2? 

Mr. Brapitey Nasu. I am afraid I am being somewhat unrespon- 
sive to you, Senator, but the Civil Aeronautics Board area and ours 
is quite different. I don’t want to conceal my thoughts behind that 
but I do feel it is a highly specialized area. We are interested, if I 
may say this, in the Department of Commerce, in doing everything 
we can to foster transportation, commerce, domestic and foreign, in 
every way we can. We are not in a position, I don’t believe, to com- 
ment upon the methods of determining subsidy or the actions of the 
Civil Aeronautics Board. I really feel that is a very frank and direct 
answer to you. 

Senator ScHorrrEt. We appreciate having it. As these matters 
come before us 

Mr. Braptey Nasu. We sometimes disagree with their recommenda- 
tions. For example, the guaranteed loan legislation is something we 
see completely difter ‘ently. 

Senator Scuorpret. I believe those are all the questions that I 
have. 

Senator Monroney. In your opposition to the guaranteed loan bill 
you were opposing the very principle you advocate for the passage of 
this bill, as I understand your statement. In other words, it was to 
help reequip smaller airlines by guaranteeing 90 percent of the loans 
for new equipment. It is the same general purpose as the granting 
of this Pepe. of capital gains to the airlines that are on subsidy. 

Mr. Braptey Nasu. We feel there are other methods besides guar- 
anteed loans and this is one of them. 

Senator Monroney. One that might be for the big lines, but you 
don’t think that small lines, even with the small amount that they 
muah realize off of the sale of their DC-3’s, are going to be able to 

ealize enough to go out and contract for a half-million-dollar plane 
or a series of them to reequip. 

Mr. Braptey Nasu. Between the capital gain and equipment trust 
legislation, the Department of Commerce—— 

‘Senator Monronry. You don’t think the equipment trust will be 
good for small airlines? 

Mr. Brapiey Nasn. Oh, surely. 

Senator Monroney. It will be good for the trunk lines ? 

Mr. Braptey Nasu. Equipment trusts are as good for one line as 
another, That is the one thing about equipment trust form of oper- 
ation, is that it is almost about as standard and identical as you can get. 

Senator Monronry. Nobody wants to invest on just the hope of a 
prior claim on repossessions, ‘They want to feel sure, reasonably sure, 
that this plane is working on American Airlines or Northwestern 
or on Delta or some of these.other lines. They are not going to single 
out some little feeder line that is having a hard go and think that is 
an ideal credit risk for investment of $5 million in a series of planes. 

Mr, Brapitry Nasu. The whole theory of equipment trust format, 
or whatever you want to call it, is. an attempt perhaps to apply to 
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articles of equiprient the same thing as possibly—and this is not a 
legal statement—as a mechanic’s lien, a first claim on equipment, 
and it is a place where you really try to meet the requirements of it, 
otherwise you lose it. 

' Senator Monronry. But the repossession of the aircraft, while it 
is a desirable added security, is not going to encourage this financing 
to trickle down to the smaller and least prosperous of our airline 
mma" 

~ Mr. Brapiey Nasu. As I mentioned in the Honse, Senator, I have 
been in the banking business and I was unhappily in New York in 
the thirties, and possibly the best type of Joan at that time was the 
railroad equipment trust. I won’t mention any of the railroads but 
some of the poorest and most unhappy railroads still paid their 
equipment trust obligations, and those were a desirable form of invest- 
ment, even in those very hectic days. 

Also there has been testimony, I don’t know whether before this 
committee or before the various committees of the House, by William 
Harding, who incidentally does believe in the guaranty loan legis- 
lation and who is an investment banker of considerable experience 
and feels the equipment trust is very desirable. 

Senator Monronry. I think it is, too. While the equipment trust 
needs this retention of capital gains to help the big lines, I think 
your open door for credit for the small lines will be the guaranteed 
loan. As a matter of fact, this administration appears to me not to 
have liked the guaranteed loan bill because it required putting up 
at least the credit of the Government behind private industry’s loans 
for these aircraft. The equipment trust doesn’t cost you anything. 
You can be for that like you are for rain or sunshine. 

Mr. Braptey Nasu. We think we sense the feeling of Congress 
and from our contacts ourselves, that anything that can be done to 
maintain a stable economy without indebtedness or higher expendi- 
tures, if the same means can be accomplished in another way, it 
should be done. 

Senator Monroney. Undoubtedly you saw the figures. This bill 
will cost the Government some money. We would just be foolish to 
say that it wouldn’t, immediately. Don’t you agree? The bill that 
you are testifying for. 

Mr. Brapiey Nasu. Yes, it will. 

Senator Monroney. The testimony earlier was to the effect that if 
Pan American should be on subsidy, which there is a doubt whether it 
is or not, the possible exposure to loss of offsetting subsidies to be 
paid is in the neighborhood of $66 million for the 5 years, or if it is 
not applicable back to 1956 but to the date past would be in the neigh- 
borhood of $53 million exposure. 

Mr. Braptey Nasu. There is no doubt about the need, and the 
question is perhaps a matter of judgment, as to what is the desirable 
method of meeting these required expenditures by the airlines. To 
repeat, we feel it can be met without the guaranteed loan. The reason 
for opposition to the guaranteed loan is lots of times the guaranteed 
loan if you have a really serious situation is required. 

Senator MonroneEy. We have to lose better than 50 percent of the 90 
percent we guarantee on all the loans that we made to the fullest 
extent of the authorization in order to cost as much as this bill pos- 
sibly will cost if Pan American is still on subsidy and the exposure 
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is there and the offsets are not secured for the Government. So let’s 
not kid ourselves, I think the objective is worth the effort, I mean 
to get this new equipment. It is very important. ' 

ut without this bill the lines that have a considerable amount of 
old equipment, not being able to realize any gain from the sale of 
it, although the market is willing to pay them a gain of $100,000, 
$200,000, or $500,000 or perhaps more for the DC-—6’s or others over 
the book value, they have little inclination to get rid of that. equip- 
ment because they just don’t want to give away that many dollars in 
the loss of subsidy, in the offsetting of what they would get, which 
they feel they can hang on to. 

It is necessary but I think because this loan guaranty bill benefits 
only the very small and might result in some cost, although I don’t 
think it will, the Commerce Temata automatically opposed it, 

Mr. Braptey Nasu. Perhaps not automatically. We try to give 
consideration to these things. 

Senator Monroney. You automatically opposed permanent certifi- 
cation to the feeder lines. Almost every piece of legislation that came 
up for the smal] airlines has found a hostile report before the Congress. 

hat is before you came down there, I may say. We hope that we 
will see some change in the attitude because a lot of us feel that the big 
airlines are doing pretty well. They can take care of themselves 
pretty well. Butif we are going to make big airlines out of little ones, 
we have to help them find a place in the aviation picture as they battle 
for traffic and as they battle for routes and as they battle for equip- 
ment and things of that kind. It is the story of American free enter- 
prise. The little man wants to grow up to be a pretty husky part of 
our industry, and sometimes he has to be given a hand-up by the Gov- 
ernment to get over the humps that he needs to be prosperous. 

That is why we feel that this bill, since it will apply apparently to 
21 small airlines and 1 or 2 big ones, is necessary even though a con- 
siderable part of the benefits might flow to 1 or 2 of the major lines. 

Mr. Brap.tey Nasu. I thoroughly agree with everything you have 
said, Senator, up to the point where we perhaps part on the need for 
this legislation. 

Senator Monroney. You do agree that the modernizing of our air- 
craft fleet in any department of our commercial aviation picture is a 
good thing for the country, both as to its industry, its commerce, and 
its defense posture ¢ 

Mr. Braptey Nasu. Before I was in my present position I was 
Deputy Assistant for the Air Force for Civil Aviation and I eagerly 
helped in every way I could the leasing of planes to small operators 
during the Korean lift and at other times. My interest has been no 
different nor do I think the interest of the Department of Commerce 
is any different than what you have described, that is, a great desire to 
foster the industry. 

Senator Monroney. Anything that adds to the potential of airlift, 
whether it be used in civil or military, is available on immediate no- 
tice to the military. 

Mr. Braptey Nasu. The civil reserve air fleet is in my office, run by 
the Defense Air Transport Administration. We are very proud of 
the cooperation of the industry. 

Senator Monroney. We will be far better having a modern air fleet 
in the hands of the civilian air carriers than in the military. 
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_ Mr. Braprer Nasu. As you know, all planes of desired type are 
modified in certain aspects so they can be available. The iwanetey 
has been most cooperative. 

Senator Monronry. So far as you know these are overwhelming 
reasons for the complete reversal which you have ? 

Mr. Brapiey Nasu. I think that isa good answer. 

Senator Monroney. Do you have any questions, Senator Schoeppel ? 

Senator Scnorrren. You say: 


We believe any reasonable steps which can be taken to aid the carriers in 
meeting these problems would be in the public interest. 


You mentioned a few of them. Just what do you suggest ? 

Mr. Brapitey Nasu. We favor this piece of legislation. That, is 
No. 1. 

No. 2, the equipment trust legislation. 

And that we think will solve the problem. 

Senator Scuorpre.. In other words, you place great emphasis on 
your equipment trust approach ? 

Mr. Brapitey Nasu. Plus capital gains. Equipment trust is a good 
vehicle. Added to this piece of legislation now before you we con- 
sider that would be adequate. 

Senator Scnorpre.. Thank you. 

Thave no further questions, Mr. Chairman. 

Senator Monroney. Mr. Murphy? 

Mr. Murpuy. Are you familiar with the views expressed by the 
Comptroller General ? 

Mr. Braptey Nasu. I heard them this morning. 

Mr. Murreny. Would you care to comment on them ? 

Mr. Braptey Nasu. I would like to read it. Did you not read it 
this morning ? 

Mr. Murpny. I read a digest of it. Would you care to furnish us 
with your comments on it after the hearing, after you have had an 
opportunity to read it? 

Mr. Brapiey Nasu. I would be glad to comment if you would wish 
to do it now or we can get it to you quickly in form this afternoon. 

Mr. Mureny. All right. 

(The following additional comments were submitted by Mr. Nash:) 

DEPARTMENT OF COM MERCE, 
OFFICE OF THE UNDER SECRETARY FOR TRANSPORTATION, 
Washington, August 20, 1957. 
Hon. A. 8S. M1ikE MONRONEY, 


Chairman, Aviation Subcommittee, Committee on Interstate and Foreign 
Commerce, United States Senate, Washington, D.C. 

Dear Mr. CHarpMaNn: The following amendment to 8. 1753 would eliminate 
the reservation we now have to the bill insofar as it excludes debt incurred by 
subsidized air carriers who have contracted for the purchase or construction 
of flight equipment for delivery in the future. 

Strike the words “after the effective date of this act” on lines 12 and 13, and 
insert after the word “equipment” on lines 13 and 14 the words “delivered or 
to be delivered after the effective date of this act.” 

We have reviewed the letter submitted by the Comptroller General opposing 
enactment of S. 1753. . We do.not believe that the decision of the Supreme Court 
in the Western Air Lines case necessarily settled the issue as to whether the 
Civil Aeronautics Board has authority to exclude capital gains which are used 
for the purchase of flight equipment in determining the needed mail pay for subsi- 
dized air carriers. We understand that this issue is currently before the Board 
in its capital gains proceedings. In our opinion this uncertainty is undesirable. 
Enactment of S. 1753 would resolve this tncertainty and would: encourage 
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earriers to move forward in modernizing their aircraft fleets. This we believe 

would be in the public interest in assuring safer, more ¢conomical and more 

dependable flight equipment. Accordingly, we favor enactment of S. 1753. 
Sincerely yours, 


BRADLEY NAsH. 
Senator Monroney. Thank you very much, Mr. Nash, for the bene- 
fit of your testimony. 
Mr. Tipton, are you ready to testify ? 


STATEMENT OF S. G. TIPTON, PRESIDENT, AIR TRANSPORT ASSO- 
CIATION OF AMERICA, ACCOMPANIED BY ED RODGERS, ASSO- 
CIATE 


Mr. Tieron. Yes, sir. 

Senator Monroney. We will be glad to hear you, Mr. Tipton, today 
as yesterday, and many days after this. 

Mr. Tieron. Thank you. I have a prepared statement, Mr. Chair- 
man. 

I would like to introduce my associate, Mr. Ed Rodgers, who will 
assist me with this testimony. 

Mr. Chairman and members of the committee, I am Stuart G. Tipton, 
oresident of the Air Transport Association of America, whose mem- 
ers include most of the scheduled airlines of the United States. We 

appreciate the opportunity to appear before your committee to discuss 
S. 1753, a bill which provides for the retention by subsidized airlines 
of capital gains made upon the sale of flight equipment when such 
gains are reinvested in new flight equipment. We support this bill 
and hope the committee will approve it. 

The bill now before this committee is similar to S. 3449 of the 84th 
Congress which was favorably reported by the Senate committee after 
extensive hearings and careful examination last year, and which passed 
in the Senate by a 2 to 1 vote. All of the considerations underlying 
last year’s favorable action on S, 3449 are equally valid at this time on 
S. 1753, and I am here to restate those reasons and bring them up to 
date. Asa matter of fact, where it was desirable that such legislation 
be passed last year, it is urgent this year as many air carriers are now 
actively engaged in the equipment programs contemplated a year ago 
and thus obliged to meet current cash requirements. Other carriers 
are and will continue to be unable to proceed with the equipment pro- 
grams forecast a year ago pending favorable action on this bill. 

Carriers affected by the bill under consideration are represented 
here. They will submit for the information of the committee details 
on how this legislation will affect them individually. 

This bill deals with a very serious problem with which the air trans- 
port industry is now faced, It isa problem with which this committee 
is familiar...The industry is now approaching the greatest revolution 
in air transport equipment with which it has ever been faced. As you 
gentlemen know, the airlines for years have been in the process of 
rapid change in their fleets. Three times since the end of World War 
II the industry has gone through major changes in aircraft, all de- 
signed to provide a better and more efficient service to the public. 
The one which is approaching will dwarf anything that the airlines 
have ever done. As far as the entire industry is concerned the finan- 
cial obligations which must be incurred within the next few years will 
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appnench $214 billion. aooupenent net. worth of the industry is 
slightly over $1 billion. Needless to say, there is concern on every 
hand as to the problems which arise out of this extensive financing 
on the part of an industry that has never made substantial earnings 
or achieved a credit rating attributable to the older and more stable 
industries. Let me tell you the situation which faces each of the vari- 
ous classifications into which the industry falls, 

I will take the jocal service airlines first. This committee has long 
been interested in improving the stability of the local service airlines, 
In. 1955, the committee provided for their permanent certification. 
This was a great aid to these carriers. The committee has on many 
occasions in the past 5 years considered various means by which the 
local service airlines could be better equipped. Their operations are 
now conducted almost wholly with DC3's, a few Martins and Con- 
vairs having recently been introduced into their fleets. It has been 
a matter of concern to all of us that the local service airlines secure 
modern and more efficient equipment. It has seemed clear that the 
public is entitled to service by more modern equipment, and that prog- 
ress cannot be made in the reduction of subsidy unless new equipment 
can be. made available. The problem with which the committee has 
previously been faced was the lack of a suitable airplane to which the 
local service carriers could turn, and there was discussion of incentives 
for the manufatcure of such an airplane. 

That problem seems to be on the way to solution, and we reach the 
next difficulty—that is, how shall the acquisition of these new aircraft 
be financed? A number of the local service airlines have placed firm 
orders for the F-27, and the entire local service industry is studying 
that airplane as well as others that might conceivably become available. 
Even in those cases where the firm orders have been placed, it appears 
that the necessary financing has not yet been completed, and those 
who have not yet placed orders are restrained by the inability to ac- 
quire reasonable assurance of successful financing. 

The next group I would like to refer to are the Alaskan carriers, 
another group with which this committee is familiar. They operate 
under difficult conditions of terrain and weather and they provide vir- 
tually the only transportation available in the Territory. They never 
have had an airplane which can be said to be completely suitable for 
their extraordinary type of operation. They also are exploring new 
types of equipment, not only equipment already developed, but also 
equipment to be developed in the future which will serve their needs: 
and the needs of the Territory better. Here again, you have the 
question of financing. This class of carriers also has earnings rec- 
ords which are not attractive to those with money to invest. New 
equipment will permit them to provide a better public service and to 
start on a reduction of subsidy in their field. Congress has already 
taken steps to help them substantially by enacting legislation provid- 
ing for their permanent certification. 

should point out both with respect to this class of carriers and the 
local service carriers that the Senate has recently taken a further step, 
and that is to enact guaranteed-loan legislation which we surely 
hope will pass the House shortly and will be signed, but this does not 
completely solve the problem. 
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The next group to which I would like to refer are the helicopter 
carriers. This includes the certificated carriers in the Los Angeles, 
New York, and Chicago areas. While all of the carriers that I have 
referred to are developmental in character, the helicopter operators 
are the ones on which the heaviest burden of development has been 
imposed, They are required to develop the extremely short-haul ser- 
vice within metropolitan areas which is so greatly needed by reason 
of surface traffic conditions and by expansion of surban areas, In 
doing this, it is their obligation constantly to foster the development 
of better and more efficient helicopters, because the success of the 
entire effort appears to be based upon increasing the economy and 
efficiency of the helicopter. It appears that within the next 4 or 5 
years great strides can be made toward the self-sufficiency and self- 
improvement of these carriers if they can push rapidly ahead in the 
financing and acquisition of these new machines.. Their financing 
problem is similar to those I have already mentioned. 

The next group affected by this legislation are the international air 
carriers. It is not necessary for me to go at length to demonstrate 
the importance to the national interest and the national defense of 
the maintenance of a strong international air transport system. As 
the Civil Aeronautics Board said in the Waterman Steamship case: 

Such services have become instruments of national policy, promoting interna- 
tional relationships, exalting national prestige, disseminating political and 
economic information, and furthering the national defense. 

The competition encountered by our carriers in the international 
field can only be described as violet. Our carriers are playing for 
great stakes, and they are determined that they shall not fall behind 
the rest of the world as did our merchant marine or be driven from 
the skies as our merchant marine was driven from the seas. That 
being the case, they must be the leaders in acquiring and operating 
the finest and most advanced of air transport equipment. In order 
to accomplish this, our long-haul international carriers have ordered 
approximately 100 large, United States manufactured jets at a total 
cost of over $650 million. The financing required by these carriers 
is, of course, on an much larger scale than the smaller carriers about 
which I have been talking, but the financing problems and the reasons 
for them are the same for all of the classes of carriers that I have 
discussed. 

The foregoing is a thumbnail description of the problem presented 
to the committee. Details will be furnished to the committee by the 
individual carriers affected by the legislation and represented here. 
Such information will demonstrate the unmistakable fact that all 
of these carriers must have new equipment in order to meet com- 
petition, provide a continuously improving public service, and reduce 
subsidy. None of them has had earning records and a background 
of stability sufficient to insure easy financing. The bill before the 
committee will help solve this problem, 

S. 1753 would amend the Civil Aeronautics Act to permit subsidized 
air carriers to retain gains from the sale of aircraft, providing that 
those gains are reinvested in similar assets. To obtain the benefits 
of this bill, an airline would have to satisfy a number of strict con- 
ditions. In the first place, the carrier would, of course, have to realize 
a gain on the sale of aircraft it was retiring. Thereafter, the carrier 
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would have to notify the Board in writing of its intention to reinvest 
the gain in flight equipment and would also have to submit evidence 
satisfactory to the Board that the gain had been either expended for 
that purpose or deposited in a special reequipment fund. If the money 
is deposited in such a fund, the airline would have to demonstrate to 
the Board that it subsequently used the money for the purchase of 
flight equipment to pay off obligations contracted for such purposes. 
Amounts deposited in the special fund must be reinvested in flight 
equipment within such time limits as the Board may prescribe, and 
may not be considered as part of the carrier’s “used and useful in- 
vestment,” for mail rate purposes, until so expended. 

The reasons for this bill are as follows. The Civil Aeronautics 
Board has evinced an intention to reduce any subsidy a carrier is 
entitled to receive by the amount of any capital gains realized from 
a sale of flight equipment or any other property. “We are convineed 
that this policy is destructive and will severely impair the ability of 
these carriers to achieve the objectives of improved public service 
and reduction of subsidy, which we believe to be in the national 
interest. Our reasons for this conclusion are as follows: 

1. The potential capital gains which many of the carriers now 
have in their flight equipment constitute virtually the only equity 
in the company. Before financing on any extensive scale can be 
achieved, there must be an equity base on which a loan can be made. 
There must be, in other words, a down payment available before 
money can be borrowed. By confiscating these capital gains, or by 
forcing the carriers to use them to pay operating expenses, the Board 
would be requiring the carrier to eat up its equity base. It is esti- 
mated that there may be available among the carriers covered by 
this legislation approximately $67 million worth of capital gains 
during the 5-year period ending in 1960. 

The ordinary and usual rule-of-thumb employed by lending institu- 
tions is that they will lend up to 75 percent of the book value of new 
aircraft. Hence, if an air carrier is able to make a down payment 
out of equity or other subordinate money on the order of $1 million 
on an aircraft priced at $4 million, it can borrow the remaining $3 
million, assuming it can service the debt. Therefore, every dollar 
of equity funds taken away from a carrier means that it is actually 
deprived of $4 of financing ability which could be applied to the 
purchase of aircraft. Thus, the availability of the $67 million of 
capital gains to assist the subsidized industry in reequiping will be 
of tremendous importance, since it will make available to the industry 
approximately $270 million of borrowed capital. 

2. A policy which requires a carrier to utilize its capital gains to pay 
operating expenses is discriminatory against that carrier. In all 
other business enterprises, regulated and unregulated, subsidized or 
not, capital gains are the property of the enterprise realizing them. 
In regulated industries, where prices are fixed by regulatory agencies 
on the basis of cost, capital gains are never considered in determining 
whether the utility is earning the proper level of profits. In other 
words, utilities are not required to give their capital gains to the 
consumers of their services. In the only other subsidized enterprise 
where this issue has arisen, the subsidized merchant marine, the Con- 
gress has specifically passed upon the question as to whether capital 
gains in that field are the property of the Government or of the 
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steamship company. In the Merchant Marine Act, the Congress 
specifically forbade the Maritime Commission to take into account 
capital gains in determining the proper level of profits for recapture 
purposes. It is anomalous that the subsidized air carrier should be 
singled out as the only United States industry to be prohibited from 
reinvesting its capital gains for reequipment purposes. 

3. Inflation has been rampant for many years. It is that economic 
factor which has resulted in large part in the high price of used air- 
planes. It surely has resulted in the high price of the replacement of 
airplanes needed by the industry. Since the capacity of a business un- 
der such conditions cannot be replaced with the reserve set aside 
through depreciation for its replacement, the necessary effect is gradu- 
ally to erode the capital of any company, Business generally is permit- 
ted to prevent in part this.erosion through using its capital gains—born 
of the same inflation which made depreciation of the assets inadequate 
for self-replacement. Subsidized airlines, however, would be denied 
this prerogative and thus be made to suffer the erosion of their produc- 
tive capacity with no way of protecting themselves, 

As I pointed out in the beginning of my remarks, this com- 
mittee has in the past recognized the soundness of these reasons and, 
after careful deliberation, favorably reported a similar bill last year 
which passed in the Senate by a 2 to 1 vote. The events which 
have occurred since the committee last considered the problem estab- 
lish an even more urgent need for the legislation now than existed 
at that time. 

The current bill embodies much more restrictive provisions than 
last year’s bill, in satisfaction of objections to last year’s bill by the 
Department of Commerce and the Bureau of the Budget. Under the 
current bill, an amount equal to the capital gain must either be ac- 
tually expended for the purchase of flight equipment or be physically 
deposited in a special reequipment fund, whereas under the prior bill 
such amount had only to be credited to a reinvestment reserve unless 
expended. 

Opponents of last year’s bill also argued that disregard of capital 
gains from the sale of flight equipment in fixing subsidy mail rates 
would result in increasing the Government’s subsidy burdens for the 
immediate future. This line of argument fails to take account of the 
fact that the enactment of the proposed legislation would enable the 
carriers to equip their fleets with new and more efficient aircraft 
capable of greater loads at less cost and actually result in a decrease 
and final elimination of subsidy payments. This fact was pointed 
out in previous hearings, from which the committees concluded as 
follows: 

* * * We are convinced that by aiding carriers now to obtain the new equip- 
ment they require the possibility of decreasing subsidy payments in the future 
is greatly enhanced. We believe that the enactment of this legislation in the 
long run would insure advantages both to the industry and to the taxpayer 
(S. Rept. 2015, p. 4, May 17, 1956). 

And: 

The policies adopted by the Civil Aeronautics Board work an un- 
fair discrimination against the subsidized portion of the industry. 
Nonsubsidized carriers have available for reequipment programs all 
revenues from commercial operations, together with gains on the sale 
of flight equipment, as well. A policy which applies such gains in 
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reduction of subsidy requirements could only increase the handicap 
of the subsidized carriers and deprive them of modern and efficient 
equipment, further nite the day when they will no longer need 
subsidy (H. Rept. 2530, p. 5, June 29, 1956). 

The charge made against last year’s bill that it would result in a 
windfall to the carriers is equally without merit. The bill would not 
give the air carriers a windfall. The property involved is property 
which they own. The prices of new planes have gone up to such an 
extent that they cost many times the cost of the old planes. Conse- 
quently, the trade-in value of the old planes has also gone up. The 
bill would merely allow the airlines to reinvest their money in new 
airplanes. It would not permit them to declare dividends, or to spend 
the money for any other purpose except new aircraft. To object to 
enactment of the bill is to object to modernizing the United States 
air transport industry. If it is good policy to allow the nonsub- 
sidized carriers to reinvest the trade-in value of old planes without 
being penalized, it ought to be good policy for those carriers strug- 
gling for a subsidy-free status. 

Turning for a moment, to a specific provision of the bill under con- 
sideration, I would like to invite the attention of the committee to 
the recommended effective date contained in section 2 of January 1, 
1956. This is in line with the time at which the reequipment program, 
for which relief was contemplated in this legislation, was initiated. 
Section 1, however, provides that any amount deposited in a reequip- 
ment fund shall be used solely for investment in flight equipment either 
through payments on account of the purchase price or construction, or 
in retirement of debt contracted after the effective date of this act. 

As long as the effective date of the act remains determined by section 
2 at January 1, 1956, the bill remains consistent with the period at 
which the carriers placed equipment orders in eee hart of such 
legislation. We suggest that this provision be carefully examined 
by the committee to insure that its terms will not be so altered as to 
exclude the bill’s application to that aircraft ordered between Janu- 
ary 1, 1956, and the enactment date of the bill. 

e hope that the committee will give consideration to this bill and 
secure its enactment at this session of Congress. The need for this 
type of legislation is urgent. The carriers, particularly the smaller 
ones, cannot make equipment commitments in the absence of this 
legislation. With each day of delay in ordering new and modern 
equipment, they lag further behind in the competitive march of 
progress. This’ committee is familiar with the long lead times in- 
volved in the acquisition of new airplanes. In the case of carriers 
desiring to secure the development of aircraft not yet in prototype, 
an even longer time will elapse between the placing of an order and 
the final delivery of equipment. During this long period, these car- 
riers must continue to operate with obsolete airplanes and will be 
prevented from achieving the objective which all of them desire—that 
of providing a better public service and of reducing the subsidy 
granted to them by the Federal Government. 

It is timely and appropriate for Congress to enact legislation which 
Wa afford this opportunity to the air carriers concerned and to the 

ublic. 
. That concludes my statement, Mr. Chairman. 
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Senator Monroney. Thank you very much, Mr. Tipton. 

I was very much impressed and I think it cannot be overemphasized, 
the effect inflation has played on the airlines situation. First in the 
cost of new equipment bemg as high as 10 times the cost of planes 
which they will replace. I think that will probably be true as com- 
paring the jet 707 or Douglas 8 with a DC-4. Is that about, roughly, 
correct ? 

Mr. Tipton. It is just about 10 times. Actually it is a httle bit over 
that, but just about 10 times as expensive. 

Senator Monroney. What we are talking about here is mostly the 
replacement of the DC-3, DC-4, perhaps some 202’s, Martms, and 
some Convairs; is that correct? There will be be very few DC-6’s or 
DC-7’s which will go off the line, or Lockheed Constellations. Is that 
about it ? 

Mr. Trirron. The bulk of equipment orders in terms of mumbers 
that are involved here I would say that that was the case. The bill, 
as you know of course, covers as well the international carriers. 

There you will have a need, an urgent need for large equipment, 
DC-7’s, Boeing 707’s, other equipment like that suitable for mter- 
national service. 

Senator Monronry. But all your international carriers have runs 
today. Some of the best runs that Pan American has are being flown 
by DC-4’s. When you fly from Frankfurt to Berlin it is tremendously 
heavy run, every hour of the day. Yet you get on the worst, beaten- 
up DC-4 that you have ever seen. A DC-—6 on that run would be most 
suitable because it is a relatively short flight from Frankfurt to Berlin, 
and yet the DC—6’s that may be phased off of the Paris-New York run 
will find a very useful place in some of their European service, and 
above all in their Caribbean and Latin American service where DC-4’s 
and old equipment are still being used. 

So I think that you can actually say, from my experience with our 
airlines on foreign runs, that they can step all of the DC—6’s and 
DC-—7’s down to replace jets, but that the market is going to be hard 
hit on your DC-3’s, DC-4’s, and older Constellations. 

Mr. Tirron. I think one of the objections of our industry is to phase 
out, in international carriage, the DC—4, because in competition with 
foreign-flag carriers they must do that. 

That, of course, is contemplated in the reequipment program which 
I testified goes up as high as $650 million. Our international service, 
as has been discussed already this morning, Pan American, the sub- 
sidy status of Pan American and its relationship to this bill has been 
fully discussed and I will not touch on that. 

Our two other international carriers that are affected by this bill 
will be Panagra and Braniff, both operating in Latin America and 
under very heavy competitive conditions. 

Senator Monroney. Delta and Braniff are no longer on subsidy ? 

Mr. Tipron. In international operation they are. 

Senator Monroney. I didn’t think they allowed them to divide the 
international from the domestic, 

Mr. Tipton. Senator, they can’t divide from the standpoint of fix- 
ing the subsidy in the international field. Any domestic profits that 
the carrier might be so fortunate as to get are used to offset the sub- 
sidy in the international operation. But, at the present time, Braniff 
and Panagra do receive subsidy with respect to their international 
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operation. I understand that an order has recently been issued to in- 
quire intothat. But at the moment they do. 

Senator Monroney. If the Civil Aeronautics Board is going to off- 
set any capital gains—for example, a DC plane which could per- 
haps be sold for $250,000 on the market, but if it has to go actually for 
the book value, which is all the CAB will allow them to retain, which 
might be as low as $25,000 or $50,000—will it not be just impossible to 
— carriers in a subsidy position to sacrifice what looks like good 
dollars to the tune of $175,000 that they could otherwise sell and re- 
tain if this bill were effective ? 

Mr. Tieron. There is no doubt but that the passage of this bill will 
inspire the carriers to move forward on a reequipment program for 
two reasons, One, this will give them ability to do so, and the second 
reason, it permits them to use their own money, that is, their capital 
assets in that equipment, to help pay for their new. 

They are in that position, as any of us would be, when you are get- 
ting prepared to buy a new car, if somebody told you I will take the 
trade-in value from you, that would stop me real short. I wouldn’t 
buy a new car. 

Senator Monroney. It is just against the nature of the beast, in 
private free enterprise for them to give away money which they fee! 
1s their entitlement on capital gain. In other words, if they will only 
realize $25,000, say, out of a $225,000 or $250,000 piece of machinery, 
they are just going to keep that machinery and they are going to keep 
running it. 

Mr. Treron. It seems to me that that is the case. Accordingly, they 
have no incentive. 

Senator Monronry. You can’t change human nature and you can’t 
change free enterprise. They want. to get off subsidy. For that rea- 
son they are going to hang on to this equipment until the day they 
think they can finally realize from capital gains, which may be the day 
they get off subsidy. 

If they get off subsidy they can realize that. It seems to me it 
would be a distinction, and particularly since the Board has now 
changed the basis where, once they were on a closed rate, up to 1956, 
as I understand it, they could realize and retain their capital gains. 
If they had a closed mail rate. 

But only when they were on an open mail rate were they required to 
sacrifice that for an offset to their subsidy. 

Mr. Treron. That’s right. 

Senator Monroney. Now the Board has come along recently and 
changed it, which makes the passage of this bill to clarify the policy 
even more important. 

Mr. Treron. Actually, as Mr. Gurney testified, they haven’t yet 
changed it, but their staff shows every determination to reach that 
conclusion, so that no carrier, closed rate or open rate, would ever be 
able to take advantage of his capital gain to buy new equipment. 

As you say, “It is contrary to the nature of the beast.” It is also 
contrary to the financial principles that should guide any corporation 
or any individual, and that is to be required, when you acquire a capi- 
tal asset, to be required to pay your operating expense with it, and 
that is what the Board has been doing in open-rate periods. And now 
their staff proposes the same bad financial practice should be imported 
into the closed-rate periods. 
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Senator Monroney. Would it be possible for an airline—let’s 
assume—how much did Pan American receive in subsidy last year? 

Mr. Tipton. None. 

Senator Monroney. That is in the year 1958, fiscal ? 

Mr. Tieton. This year, too. 

Senator Monroney. I understood the testimony to be that this was 
the first year that they were off subsidy. 

Mr. Tirron. The Board was asked to comment with respect to fiscal 
1958, because that was the appropriation then being considered when 
the Board testified. The same thing is true of fiscal 1957. 

Senator Monroney. I didn’t understand that to be the case. 

Mr. Roperrs. There were no actual] dollar payments to them. There 
have been no actual dollar payments in subsidy to Pan American dur- 
ing fiseal 1957 and I believe 1956. There may have been some accruals 
which were offset against an earlier situation. We can supply that. 

Senator Monroney. That was taken care of on mail pay ? 

Mr. Tirron. They get their standard mail compensation as every- 
body else does. But they haven’t gotten subsidy. 

Senator Monroney. What I am trying to get from them, and I 
understood from the last man to testify, Bureau counsel, to say that 
there was only a very short period from January 1, 1956, to April in 
which they were subsidy-free 

Mr. Tieton. No, in which the rate was closed. 

Senator Monronry. In which they had the privilege of keeping 
their capital gains. 

Mr. Treron. That’s right. It was during that period that their rates 
were closed, so that any equipment they sold under present policy 
they would be able to retain it. That period ended, insofar as capital 
gains are concerned, on April 6, 1956. At that point all the carriers 
in that proceeding, their capital gains were subject to whatever deter- 
mination the Board made with respect to capital gains whenever they 
made it. 

Senator Monroney. As to closed rate, mail pay as well? 

Mr. Trirron. Closed, open. 

Senator Monroney. That is where it comes in, the closed rate, mail 
pay is also subject to offset where it had not been prior to that time. 

Mr. Trpron. Had not been prior to that time. Here is what hap- 

yened: Many of the carriers were on closed rate, including Pan Amer- 

ican. The Board came along on April 6, 1956, and said that we are 
going to investigate this capital gains problem, and we are going to 
reopen your rate, but only with respect to the treatment of capital 
gains. 

It was a closed rate in all other respects. Then in October 1956 
the Board came along with respect to Pan American and opened their 
rate entirely. 

Senator Monronry. That was opened, though, because of allega- 
tions of irregularity, claims of expenses that the examiners or some- 
one insisted weren’t properly charged to airline operations. Wasn't 
that the case? 

Mr. Trrron. I don’t believe so. T don’t believe that that was the 
case. Those allegations relate to a period prior to that time. They 
opened their rate entirely on October 1, 1956. 

Senator Monronry. You estimate, as does the Civil Aeronuatics 
Board, that the potential exposure over the 5-year period would be 
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the increasing of subsidy payments through loss of offsets of $67 
million, approximately, to the subsidized airlines? 

Mr. Tieton. Yes. That estimate is based upon evidence prepared 
by the carriers along with the staff of the Board for presentation in 
the Board’s Capital Gain Proceeding. I would say on the basis of 
the present situation that that estimate is high. 

Senator Monroney. Tell the committee why you think it is high. 

Mr. Tieton. The reason I think it is high, and the most important 
reason, is that it does include Pan American Airways, whose subsidy 
status has been discussed. 

Senator Monroney. In other words, if Pan American is off sub- 
sidy then the _— shrinks down perhaps $10 million ? 

Mr. Tieton. It would shrink down on the basis of Pan American’s 
present estimates to about $47 million. The estimate during the same 
period about $19 million of capital gains. That would reduce it by 
that amount. 

Senator Monroney. I don’t follow that. 

Mr. Treron. If Pan American is not on subsidy, and the Board has 
said that it wouldn’t be for 1958, and it is doubtful, or subject to 
litigation, as to whether it ever would be in the future, the $67 million 
would assume that Pan American is on subsidy and would be during 
that period. 

Senator Monroney. If you knock out the capital gains, Pan Ameri- 
can would have for the 5-year period, assuming they are off subsidy 
for that period? 

Mr. Trreron. Yes, sir. 

Senator Monroney. Do you mean to tell me it is about $20 million ? 

Mr. Treron. Twenty million dollars is the estimate for Pan 
American. 

Senator Monroney. Where did that estimate come from ? 

Mr. Tieton. It came from Pan American Airways. I can submit 
that in a letter from Pan American, if you would like it. 

Senator Monronry. Yes, I would. JT wonder if that is the same 
figure submitted to the CAB in the making up of this $67 million 
total capital gains. We asked them to submit their figures on the 
construction of that, which apparently came from the airlines them- 
selves, so that if it is the same figure, then Pan American, being off 
subsidy, would result in a $20 million reduction of the $67 million; 
is that correct ? 

Mr. Treron. Yes. Mr. Rodgers has more detailed information on 
that which he will give you now. 

Mr. Roneers. I would like to check that. My understanding is that 
the $67 million filed with the CAB in their joint exhibit, in the proceed- 
ings on this matter before CAB, would include a different amount. 
It isn’t broken down by carrier. They constructed the $67 million 
figure in the joint exhibit on the basis of numbers of aircraft by types 
assumed to be sold during this period. 

Senator Monroney. I thought they had it by carrier, also, Their 
worksheets will show it. 

Mr. Roperrs. If it does, that will be more helpful. My understand- 
ing is that the figures were constructed on the basis of the types aircraft 
to be sold, applying an arbitrary formula across the board as to what 
numbers of these would be sold. The separate estimate Mr. Tipton 
referred to of slightly over $19 million of capital gains to be realized 
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by Pan American during that same period is Pan American’s own esti- 
mate of its prospective sales during that period, not based on this 
arbitrary formula used across the coal in the preparation of the 
joint exhibit. 

Senator Monronry. That would be $20 million net? That is the 
amount after taxes ¢ 

Mr. Tipron. That is $67 million. 

Senator Monroney. Is that after taxes? 

Mr. Roneers. I assume so. 

Mr. Tieton. The second reason that I think that is a high figure 
is that it is based upon current prices for aircraft. Unfortunately I 
just don’t think that those current prices for used aireraft are going to 
be maintained. The DC-4, at the present time, is showing very defi- 
nite signs of weakness, the other large transports, which are included 
in that, are doing the same thing. I think that we just can’t expect to 

t that kind of price. Something could happen that we would get 
it, but as of right now I don’t think we are going to get it. 

The DC-3 is holding up extremely well, and it iy be that our 
estimates on the sales price of the DC-3 are right. I would surely 


hope so. 

nate Monroney. This bill, which allows the subsidized carriers 
with replacements of 603 planes in the next 5 years, to dispose of their 
planes for what they feel they are worth, and they can retain that 
money, you are going to see an accelerated passage of these planes 
from their closely held ownership because they have little value to 
them if they sell them into the market where they can take the full 
capital gains to keep it. 

ou are liable to see the market drop precipitously, I would think, 
without any more airlines being established, and without any of the 
airlines wanting to buy up DC-3’s and DC-4’s. Your market is going 
to be limited to where the anticipation that this figure of ‘capital 
gains that could be realized, less taxes, from $47 million, which you 
give me, it could shrink to $20 million very easily. 

Mr. Tieton. We hope not, but that is a possibility. 

Senator Monroney. Who will buy these planes? Perhaps you 
can get the airfreight business going. But those planes will be at a 
disadvantage in airfreight because there will be new turboprops 
which will carry the freight much. cheaper coming on the line. It 
is getting to be a big operation, instead of a small privateer type of 
carriage. I just don’t see where you are going to have the activity 
in the market to absorb all of these planes if they are suddenly, within 
the next year or so, or 5 years, thrown on the market. 

Mr. Tirron. Those considerations are very important. 

Senator Monroney. Actually it is a figure picked out of the air, 
isn’t it? 

Mr. Tirron. It is the best thing the carriers could do in the pro- 
ceeding. 

Senator Monronery. It is a guesstimate and it is definitely on the 
high side, 

fr. Treron. It surely is. 

Senator Monroney. It assumes first the carriers will find them- 
selves financially able to clear out all the planes they consider obsolete 
and to buy the new planes? 

Mr. Treron. That is right. 
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Senator Monroney. No. 2, that the present price will prevail while 
you dump all these planes on the market. 

Three, that the acceleration on these, while you can keep the money, 
will be a greatly added impetus for either the planes that are on the 
lines or maybe the abnormal reserve planes of obsolete design that 
are still held. in inventory, because there will be no realization of 
capital gains profits in selling them. So you might as well keep them 
there in case you might need them sometime. 

Mr. Tipton. It is this consideration about which you have talked 
80 accurately that impells us, along with other considerations, to urge 
very strongly that the Congress pass this legislation at this session, 
because if dispositions are going to be made of these airplanes, I think 
there is some urgency in doing so. 

Senator Monroney. One place in your statement I can’t agree with, 
and the figures don’t bear it out, and that is the vast amount of re- 
equipment that has gone on already with the subsidized lines. I think 
you are talking against yourself in your testimony. 

Mr. Treron. I am not sure what you are referring to, Senator. Page 
2? The reequipment since the war ? 

Senator Monroney. I know about the reequipment since the war, 
but I think when you are telling us how much the subsidized airline 
carriers have lost in the last year or so by the failure to pass this 
bill, it is not quite in line with the facts. I think, rather, you are 
tk up the full purchase program because we haven’t passed a 

i 


Mr. Treron. That I think is right, and if my statement says some- 
thing to the contrary, I would agree with you. I have pointed out the 
extent of the reequipment program for the entire industry. 

nator Monroney. There is nothing in sight in the aviation pic- 
ture that will materially reduce the cost of new aircraft, is there? 

Mr. Tretorn. No. On the contrary, anything that you can see ap- 
pears to push that price up. 

Senator Monroney. New things are being added for safety like air- 
borne radar, VORCAN, that require greater expenditures. 

Mr. Treron. That is exactly right. Not only the general rise in 
labor costs in the manufacturing plants, but everything with which 
everyone is familiar, plus the matters that you point out, such as the 
new electronic gear that everybody has to have on board. It is a rising 
market for new aircraft, unfortunately, like it is a rising market for 
everything else. 

Senator Monroney. You would deny the carriers the advantage of 
the rising market on that which they own, while they must pay, regard- 
less, the rising market on the planes that they must buy ? 

Mr. Treton. That is what the present policy does. 

Senator Monroney. They get $15,000 for a DC-3, which they can 
keep when they sell it because that is undepreciated book value of a 
DC-3, but when you go out then to buy a Friendship plane it will 
cost you from $500,000 to $650,000, fully equipped. So that you are 
making the man sell on a greatly depreciated value but pay the record- 
breaking price for the new. We can’t expect the subsidized line, which 
we must presume to be the poorest of all the carriers because they re- 
quire Government subsidy, to be able to take a sacrifice on their sales 
of their own and pay that record price for the other. 
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Mr. Tipron. That is exactly right. : This bill would correct that un- 
sound financial situation. 

Senator Monroney. Senator Schoeppel ? 

Senator Scuorrren. Is it your view that section 2 of the bill is 
necessary / 

Mr. Tipron. Yes, Senator; I think it is. I would hope that: this 
committee would retain that section with the date that is in there now 
of January 1, 1956. The date that is there stated is a date which 
corresponds generally to the beginning of this reequipment program; 
and, the policy of this bill being a sound one, it seems to me that the 
committee could well have its effectiveness start then. There is no 
real reason, the policy being a sound one, why it should be put for- 
ward to some rather indefinite time in the future. 

Senator ScHorrret. What effect do you think that would have on 
the retroactivity on the pending investigation ? 

Mr. Tirron. As far as the capital gains which have been made dur- 
ing the period that would be affected there, the Civil Aeronautics 
Board has put in the record of the House a table which sets forth the 
capital gains made. The situation is set out so that everybody can 
see what the effect is. 

In the case of the carriers mentioned on page 13456 of the Con- 
gressional Record of the House on August 14, 8 carriers would be af- 
fected in varying amounts, making a total of $1,594,000, which is in- 
volved in this retroactive date. 

Senator Monroney. How much is that figure, again ? 

Mr. Tipron. $1,594,000. April 6, 1956, through December 31, 1956. 

Mr. Rodgers points out to me that, with respect to Continental, there 
is an error in that the figure used in the column to which I referred is 
$108,000 for Continental, when actually it should be $223,000. The two 
columns referred to there are reversed. So that, by making that ad- 
justment, you increase that $1,594,000 figure to about $1,700,000. 

Senator Monronry. It is agreed that the Pan American would not 
have a claim for the $3.5 million for that term ? 

Mr. Tirron. That isclear. That is closed. The bill would not affect 
the disposition of that. The million dollars that is referred to there 
for Pan American, $1,147,000, as an involuntary disposition—the 
airplane that was ditched in the Pacific here some months ago, in 
October of last year. And that is the difference between the book 
value of the airplane and the insurance underwriter’s payment to Pan 
American. It seemed to us that these amounts, while significant 
of course, are not sufficient to lay aside a very sound principle that that 
date of January 1, 1956, be fixed, and that the policy apply from that 
date, since it is a good policy for all the reasons we have discussed. 

Senator Monroney. Why not go back to 1955? What is magic 
about January 1, 1956? 

Mr. Treron. The date involved there includes the major steps 
taken, and this particularly refers to local service carriers, in the re- 
equipment plans. It was during that period that Piedmont made 
their orders, West Coast made their orders, and Bonanza made their 
orders. Since this bill is designed to be of assistance in those pxo- 
grams, there is no reason why it shouldn’t go back to that. 

Senator Monroney. There are only a very few of that. Alaska 
Lines, $3 million—taking the figures that we have here—Allegheny, 
$169,000—$3,000 and $169,000; Northern Consolidated, $8,000; Pan 
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American-Grace, $145,000; Pan American World Airlines, $1,147,- 
000; Southern, $4,000. It doesn’t look to me like you would have 
much activity. 

Mr. Roperrs. Part of that I think, Senator, relates back to the 
language in your section 1 in connection with retirement. This sub- 
ject has been discussed before, debt retirement after the effective date 
of the act. 

Senator Monroney. If we permit the House language to apply, on 
aircraft not yet delivered—and I still don’t think the purchase of an 
aircraft, the date of purchase would prohibit them from realizing the 
advantage of their capital gain at the time of the sale of the aircraft. 
They don’t know what the capital gain is going to be, and how will 
we have notice going back to 1956 that we are to have constructive 
notice of this reinvestment ? 

Mr. Tieton. The notice required is not in advance. If the carrier 
gave notice upon realization of the capital gain immediately after 
the act was passed, then he would comply with the notice requirement. 

Mr. Moureny. What language would that be covered under in the 
bill, Mr. Tipton ? 

Mr. Tieton. Referring to the Senate bill, line 10, and over on the 
next page to lines 1 to 3, the carrier is required to give notice in writing 
that he has invested or intends to reinvest the gains derived from such 
sale or other disposition of flight equipment. ere is no requirement 
there that the carrier give that notice within a particular time after 
his sale. Thus if the bill were passed right today, capital gains in the 
past would be referred to in notices given after the requirement was 
put into effect. 

Mr. Murruy. How do you square that with the use of the language 
on line 14 where we are speaking of reinvestment of capital gains— 
where we use the language “within such reasonable time as the Board 
may prescribe”? Is there any conflict, in your opinion? 

Mr. Treron. I don’t think there is. The Board’s determination 
of reasonable time would be based upon the notice. I notify the Board 
hereby or herewith that I have made this capital gain at a particular 
time. I have done these other things with it. The Board’s deter- 
mination of the reasonableness of the time would be a separate thing. 

Senator Monroner. Senator Schoeppel ? 

Senator Scnorrret. Let’s look at lines 16 to 19 on page 2. What 
is your opinion as to the exact meaning of that provision relating to 
exclusion from the rate base? What is intended to be included and 
what excluded, in your opinion ? . 

Mr. Tieron. The amounts that are yielded by capital gain less ap- 
plicable expenses and taxes—that is your net gain—is put m this fund. 
As long as it is in the fund it is not part of the carrier’s used and 
useful investment. But when it is taken out and used to make pay- 
ments for the airplane purchased, at that point it ceases to be subject 
to the prohibition against. return on investment and becomes part of 
the carrier’s normal investment. base. Whether that is in full pay- 
ment on delivery of the aircraft or whether it is a part payment in 
advance for the development and delivery of the aircraft—— 

Senator Scnorrret. Which is known as a progress payment. 

Mr. Tieton. Progress payments, that is right. If it is a progress 
payment or full payment it would then become part of the carrier's 
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investment for ratemaking purposes. It seems to me that that is the 
construction to be put on that language. 

Senator ScHorrre.. Do you think that as now in there that that is 
clear or that it should be further clarified ? 

Mr. Tipton. I had thought, Senator, that it is clear. The one 

reason that I thought that, in connection with the progress payments, 
was that it states on line 10, the sentence beginning on line 8— 
Any amounts so deposited in a reequipment fund as above provided shall be used 
solely for investment in flight equipment either through payments on account 
of the purchase price or construction of flight equipment or in retirement of debt. 
So that if you pay on account as you do, you are expending the money 
and as provided in the bill. For that reason it returns then to your 
investment base. 

Senator Scnorrre.. Let’s go to another matter. Time is running 
along. Itis after 1 o’clock. 

Is there any justification, in your opinion, to removing the language 
“after the effective date of this Act,” lines 12 and 13 on page 2, as 
suggested by the Department of Commerce ? 

Mr. Treron. This much is clear to me: If the committee should de- 
termine that it wants to strike out section 2—a determination that I 
hope the committee will not make—if that determination is made 
then the change or elimination of the language to which you refer 
is essential because some of our carriers have made commitments 
for new aircraft for future delivery—referring again to Piedmont 
and West Coast—who would be denied the benefit of this legislation 
if that language is not changed. 

On the other hand, if the present effective date is maintained, I 
believe that those carriers in their equipment program are protected. 

Senator Scuorrret. What effect would this elimination have on 
any subsidy cases now pending before the Board? Do you think it 
would have any ? 

Mr. Tieron. The entire bill would have an effect upon the capital 
gains proceeding, and I suppose conceivably the other cases, but I 
don’t know what cases are pending. The effect on the subsidy cases is 
exactly reflected by the table that I referred to previously from the 
Congressional Record of August 14, set down there in detail. 

Senator ScHorrpre:. Last year when this type of legislation was 
up there was some criticism charging that this legislation was pri- 
marily designed to assist, I think four major airlines, and that the 
feeders and other small lines would receive what was referred to as 
the crumbs. Can you comment on that? 

Mr. Tieron. Yes. That charge was not sound then and it is not 
sound now. The benefits to be derived by the industry are related 
to the classes of carriers that I referred to. I would say, on the basis 
of the present subsidy situation—that is the carriers that are getting 
subsidy—the major benefit in this legislation goes to the smaller 
carriers, the local service, the Alaskan carriers, helicopters, others 
that are struggling to get above the water. 

Senator Scuorrret. Mr. Chairman, I believe that is all that I have 
at the present time. 

Senator Monronery. The hours is now 1:15. Will you be available 
for this afternoon ? 

Mr. Tirron. I am sorry, Senator, I am supposed to leave town 
right this moment, as a matter of fact. 
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Senator Monroney. Going by air? 

Mr. Trpron. I had better or I won’t get there. 

Senator Monroney. There are a few questions along the same line 
of the last questions from Senator Schoeppel that we would like to 
clear up, on charges aainst this bill last year. 

Mr. Murruy. The committee feels because of the abundance of your 
knowledge on this subject, Mr. Tipton, you might be best able to 
answer these questions. It was alleged that the bill would bring about 
a perpetual increase in annual subsidy. 

Mr. Tipton. In my opinion that is clearly not true. The whole 
objective of this legislation is to permit carriers to get in a position 
so that their subsidies would be reduced. These small carriers, as I 
have said a few days ago in connection with the guaranteed loan bill, 
are stuck on dead center. They will always be subsidized unless we 
can get in a position where they can buy new airplanes. This helps 
them do it. 

Senator Monronery. Furthermore, they will not have this abnormal 
capital gain because of inflation resulting in raising the price of new 
aircraft. 

Mr, Tipton. That is very likely to be true, that they will not have 
the availability of these capital gains in the future as has been the 
case in the past. 

Mr. Murpuy. How valid is this argument—— 

Senator Monroney. It is a one-time proposition. In other words, 
it is more than likely that used aircraft will not be abnormally high. 

Mr. Treron. I think that is high. 

Senator Monronry. For this great demand ? 

Mr. Treron. That is right. 

Mr. Murrny. It was said that if this bill were to be passed, then 
every grocer and every farmer who buys a new delivery truck or new 
tractor, should be allowed not to count the salvage value of his old 
equipment in computing his income. The question was asked on the 
floor of the Senate in connection with discussion on this bill a year 
ago, why we should allow only the subsidized airlines this special 
privilege. 

Mr. Treron. As I testified, the subsidized airlines are the only 
ones who do not have this privilege now. Any business organization, 
any individual, grocer or anybody else, now has the right to take any 
capital gains he can make on them, pay his taxes on them, and use 
them as he pleases. In this bill the subsidized airlines are permitted 
to go part way with business generally and individuals generally, but 
they have a restriction on them. They have got to buy new airplanes 
with it. 

If I sell a car and make a capital gain I can take that money and 
do anything I care to with it. But these fellows will have to buy new 
equipment with it or it will be taken away from them. 

Senator Monroney. A corporation can take a capital gain, pay 26 
percent and declare it as dividends? 

Mr. Tipton. That is exactly right. 

Mr. Murrny. I believe you were here when we read the digest of 
the Comptroller General’s comments to this committee. Those com- 
ments seem to embrace an old argument raised a year ago, probably 
with which you are eminently familiar, Mr. Tipton, namely that since 
the depreciation is an operating expense covered in the rate formula, 





REINVESTMENT OF CAPITAL GAINS BY AIR CARRIERS 59 


a subsidy airline recovers that from the Federal Treasury. So in 
effect, the Government closes its eyes to the profit which the company 
keeps and pays for depreciation on full cost of new equipment. 

In other words, there is no offset here for purposes of ratemaking. 
Can you help us in analyzing the validity of that position? 

Mr. Tipron. That argument is not valid either and the reason it is 
not valid is this: A subsidy is not given to the carrier to pay a partic- 
ular item of expense. It goes to the carrier to pay the difference 
between his revenues and his costs plus a fair return. That amount 
that is given him may be a very minor part of his total revenue. The 
things that go to pay a combination of his expenses is a combination 
of his total revenues and subsidy. It cannot be said for that reason, 
as well as others, that this is double depreciation, that the Government 
pays a carrier’s depreciation. They just don’t. 

Senator Monronry. The Government might be paying a certain per- 
centage of it : that percentage that the subsidy bore to the total income 
of the subsidized carrier, would it not, and that would be spread, if it 
is 5 percent or 20 percent, would be spread over gasoline, maintenance, 
the pilots’ salaries, everything else as well as depreciation. 

Mr. Trpron. It might be paying a particular percent, a percent that 
you can’t trace, and also it would be difficult to figure it out. 

Senator Monroney. You could trace the percentage 

Mr. Tieron. You can trace the percentage. 

Senator Monroney. Asto what the subsidy bears to tlie total income 
of the company. Therefore, if you were paying 5 percent of the total 
income, which represents subsidies, then therefore you were paying 
5 percent of the depreciation costs. The airline company would be 
paying 95 percent of its own depreciation. 

Mr. Treron. That is true. 

Senator Monronery. So to assume that the Government is paying 
all the depreciation, which the Comptroller General’s idea would as- 
sume, is completely fallacious ? 

Mr, Treron. That is exactly right, plus another approach to the 
same problem, which is that if you say that the subsidy is attributable 
to paying the costs of the carrier, then they are attributable to paying 
all the costs. Our depreciation, generally speaking, runs about 10 
percent of our total costs. You might well say, then, subsidy, what- 
ever it is, is paying 10 percent of your depreciation. So that the argu- 
ment is iust not valid because the subsidy just does not work that way. 

Mr. Murreuy. What is the present rate for depreciation, the number 
of years ? 

Mr. Tieton. It varies somewhat through the industry, but in the 
case of most of the carriers affected by this legislation 1t is a 7-year 
life with residual values running from 5 to 15 percent. 

Mr. Mureny, One last critical comment that was made on which we 
would like your views, Mr. Tipton. It was said that this bill, or its 
predecessor bill, would encourage carriers to remain on subsidy rather 
than have the effect which the sponsors hope it will have in leading 
them to reduce the need for subsidy. : 

Mr. Tieton. It seems to me that that argument is completely with- 
out any justification at all. If the carriers didn’t care whether they 
were on subsidy or not, they wouldn’t be advocating this bill so strong- 
ly. The reason that they want this bill is to get themselves in a finan- 
cial position so they won’t be subsidized. If they didn’t care whether 
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they were subsidized or not, why should they bother to come up and get 
this bill? Just let the Government carry them along. It is the desire 
to get off subsidy which is ingrained in every carrier that has caused 
them to want to go buy new equipment so that they can get off. And 
in order to get the new equipment they have to have this kind of 
treatment. d that, it seems to me, is made doubly clear when the 
carriers have come here and advocated that they should not get to use 
these capital gains as they please, but should be forced to put them into 
new equipment. 

Senator Monronzy. Two other points: One, what would you think 
of the matter of trying to meet opposition to this, that the amount of 
capital gains allowed to be retained by the carriers be deducted from 
the purchase of the new equipment at that time for the purpose of 
depreciation, so that if you had $100,000 capital gain, that you would 
deduct that from the cost of the new equipment and depreciate the new 
equipment at $100,000 less, as base. 

That was the attack before, that it was double depreciation; that we 
allowed the carrier to keep that which the depreciation had written off, 
as we allowed him to keep his capital gains. Therefore, when that 
goes into the new equipment, it is written down again. 

Mr. Treron. I am very familiar with that argument, and that one is 
a wrong one, too. As a matter of fact, it was the position taken last 
year by the Bureau of the Budget, that that should be done, that the 
carriers should keep their capital gains, but should be denied depre- 
ciation in effect in the future. The Bureau of the Budget—— 

Senator Monroney. Do you mean depreciation, on that portion ? 

Mr. Treron. On a portion of it, in the future. The net effect of that, 
of course, is that the carrier really doesn’t get to keep it. What he gets 
is a loan from the Government over a period of time, which he is re- 
quired to pay back by forgoing his depreciation charges. 

As I say, the Bureau of the Budget took that position last year, and 
as a result of their further studies of it they have also agreed to the 
unsoundness of it by stating that they have no objection to the bill. 
The difficulty in principle with that argument is that it assumes that 
the capital gains are the property of the Government, and not the 
property of the carrier. For many reasons it is plain that the capital 
assets of the carrier belong to that carrier, just lke a hangar does, or 
anything else. 

Once you recognize that these capital gains are the property of the 
carrier then there is no justification for denying him depreciation in 
the future. 

Mr. Murrpuy. Do you believe that old opinion of the Bureau of the 
Budget is the basis of the present position of the Comptroller General ? 

Mr. Treron. I shouldn’t be surprised. 

Mr. Mureuy. It is a position from which the Bureau has retreated 
and is now picked up by the Comptroller General? Would that be a 
fair analysis? 

Mr. Tieton. I think the Comptroller General took that position last 
year. I think that possibly the General Accounting Office did not 
restudy this problem as carefully and objectively as the Bureau of the 
Budget and the Department of Commerce did. 

Mr. Murrnuy. You testified before the House Committee, Mr. Tip- 
ton. Do you have any idea which you could express as to the reasons 
for the House committee eliminating section 2 of the companion bill ? 
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Mr. Tieton. I am not sure of those reasons. I know nothing about 
the reasons actually because that action was taken by the committee 
after the hearings were over, and in executive session, and thus the 

carriers were actually never able to seek to persuade the committee 
that that was a wrong action. No one raised the issue in the hearings 
and we weren’t able to attempt to persuade them that it was wrong. 

Mr. Morpuy. Is there anything in those hearings to your know]- 
edge that might have moved the committee to take that action? Any 
factual basis developed in the record of the House hearings? 

Mr. Trieron. I know of none. 

Senator Monroney. It has been said that the bill changes existing 
law which permits the Board to consider both gains and losses on 
sale of flight equipment. It provides that the Board considers only 
losses now. But when a carrier makes money they put it in a sepa- 
rate-account and it is ignored, thereby preventing a subsidy reduction. 

In other words, if the equipment were sold, if you sold and you 
sustained a loss of $200,000 on an airplane, instead of a capital gain, 
does this discriminate in the handling of that to where the Govern- 
ment makes up the $200,000 loss, but we don’t take into consideration 
the $200,000 gain? 

Mr. Tipton. I have never known of an instance where the Govern- 
ment has made this capital loss on equipment or any other capital 
loss. Subsidy fixing is based with this one exception upon operating 
expenses and revenues. So that the subsidy is based on the amount 
necessary to make up your need for additional operating revenues. 
And the only exception to that principle as far as I know is this one 
in which they say nothwithstanding the fact that your capital gain 
is a capital gain, and doesn’t relate to operations, nevertheless we 
will regard it as an operating revenue and take it into account. 

So that the capital loss, we can’t proceed on the assumption that 
the Board would ever allow us a capital loss. 

Senator Monroney. Could we proceed on the assumption that capi- 
tal loss is never considered ? 

Mr. Treron. I think you could. 

Senator Monronry. I think it is important that you make the thing 
work fairly. If they can keep their capital gains, then we should 
not replace with extra subsidy any capital loss | they might have. 

Mr. Tipton. It does seem to me that it works both ways. At the 
present time it is working only one way. If we make a capital loss 
it is ours; if we make a capital gain it belongs to Government. 

Senator Monroney. Are you sure there is no way? 

Mr. Tirron. I am saying this very posiitvely, because that is my 
understanding of the Board’s policy. The Board, as I recall last 
year, testified that they might, some day, consider a capital loss, but 
it was kind of vague. 

Senator Monroney. An operating loss, and the need for return on 
investment above the operating costs? 

Mr. Tipton. That is right. 

Senator Monroney. So that any claim there that they would allow 
them to keep the gains but we would still continue to make up the 
losses is absolutely ‘fallacious? 

Mr. Tipton. That is right; it is fictitious. 


96134—57— 
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Senator Monroney. Thank you very much. 
Mr. John A. Smith, of Continental Air Lines, is our next witness. 


STATEMENT OF JOHN A. SMITH, SPECIAL ASSISTANT, GOVERN- 
MENTAL AFFAIRS, CONTINENTAL AIR LINES, INC. 


Mr. Suirn. Iam John A. Smith, and I am employed by Continental 
Air Lines, Inc., a scheduled certificated air carrier operating in the 
western portion of the United States. My appearance here is in sup- 
port of S. 1753, which will permit the air carrier to retain capital 
gains from the sale of flight equipment for the purposes of reinvest- 
ing such capital gains in new flight equipment. S. 1753 also provides 
that this privilege of retention of capital gains shall be for the period 
commencing January 1, 1956. 

Continental was, until April 28, 1957, a subsidized air carvier. 
Since that time, Continental at its own request went off of subsidy and 
now no longer relies upon Government support for the providing of 
its air services. 

As you know, the Civil Aeronautics Board has under investigation 
at this time the question of whether section 406 (b) of the Civil Aero- 
nautics Act should be construed as requiring the offset of subsidy by 
any capital gain made on the sale of flight equipment by the virtue of 
the fact that such capital gain could be considered as “other revenue” 
within the meaning of that section. This investigation was opened 
as of April 6, 1956, and therefore could affect Continental if so decided 
for the period from April 6, 1956, through April 28, 1957. By a 
strange happenstance, Continental sold two DC-8 aircraft on the day 
that the order instituting the above investigation was issued by the 
Board. These were the only sales made by Continental which could 
be affected. Continental feels that there is not only a question of law 
insofar as the meaning of section 406 (b) is concerned, but there is 
probably a question insofar as these particular sales are concerned 
in view of the timing. However, my purpose here is to endorse the 
retroactive clause in order that both of these matters can be elimi- 
nated. The capital gain on the sale of these 2 aircraft is in no way 
gigantic, however, the sum approximates $218,544, which for a small 
air carrier such as Continental, is substantial and since Continental 
is now no longer subsidized, would have to be paid back to the Gov- 
ernment as an offset for past subsidy out of its own pocket. 

Continental has had a record of extremely efficient and economic 
management, which the Board in many mail-rate cases has cited as 
exemplary. Its progress toward nonsubsidized status has been steady 
and has helped to reduce Government subsidy many times. ‘To permit 
the retroactive clause to become a part of the law would not give Con- 
tinental a large “windfall” nor would it be an unjustified action. Un- 
der these circumstances, Continental endorses and begs your considera- 
tion for including the retroactive clause in this very excellent piece of 
legislation. 

Senator Monroney. Was the testimony of Mr. Tipton correct, that 
the figures in the Congressional Record are transposed and April 6 
through December 31, 1956, figures should be——— 

Mr. Smirn. The correct figure is $213,544. 
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Senator Monroney. Thatwould be the capital gains that you would 
be allowed to retain if the bill were made retroactive? 

Mr. Smiru. That is correct. 

Senator Monroney. You wouldn’t have any further retention to the 
January 1, 1956, through April 6, 1956, period ? 

Mr. Smiru. No, sir. 

Senator Monronry. That is the amount that you are specifically 
interested in ? 

Mr.Smiru. Yes, sir. 

Senator Monronry. Why do you feel that the bill should roll back 
to that January date? Naturally because you have an interest in it. 

Mr. Smiru. We were unfortunate, so far as the dates are concerned, 
that April 6, the date that the Board opened the rates, was the day on 
which Continental sold two DC-3’s. And we have this in contention 
now before the Board. This would clarify and eliminate our particu- 
lar problem. 

Senator Monroney. You are off of subsidy at the present time? 

Mr. Sarru. Yes,sir. April 28. 

Senator Monroney. So if you had sold them after April 28 

Mr. Surrn. We would not be involved. 

Senator Monronry. You would not be involved in the loss of 
subsidy ? 

Mr. Smiru. That is correct. 

Senator Monroney. Thank you, Mr. Smith. 

Mr. Crane, of Braniff Airways, is our next witness. 





STATEMENT OF 0. W. CRANE, TREASURER OF BRANIFF AIRWAYS 
(AS READ BY B. HOWELL HILL) 


Mr. Hn. I am B. Howell Hill, a local attorney for Braniff Air- 
ways. Mr. O. W. Crane, the treasurer of the company, had prepared a 
statement which he had hoped to present to the committee and will not 
be able to present in person. I would like to read the statement, if 
possible. 

Senator Monroney. I wish you would. 

Mr. Hix. I appear here in support of S. 1755. Other witnesses who 
have preceded me have set forth in considerable detail the reasons why 
this legislation should be enacted. The reasons they have advanced 
apply equally to Braniff, and I will not burden the record by repeating 
all of them. However, I do want to place into the record the status of 
Braniff Airways and the particular reasons why we consider this leg- 
islation to be important and desirable from our standpoint. 

Braniff Airways operates both domestically and internationally. 
Its domestic operations are being operated without subsidy. Its in- 
ternational operations, however, continue to require some subsidy sup- 
port. Our international route extends south from Miami and Houston 
to major points in South America. This international route was es- 
tablished by the Civil Aeronautics Board and by the President in 
1946 for the purpose of providing competition by United States car- 
riers to and from South America. 

The United States Government does not completely underwrite with 
subsidy the difference between our international revenues and ex- 
penses. Under the Supreme Court decision in the Chicago & South- 
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ern case, Braniff is required to. use any profits realized by it from its 
domestic operations over and above a fair return as an offset against 
the amount of subsidy required on the international operation. In 
other words, Braniff and the Government together are sharing the 
cost of underwriting the losses of Braniff’s international operation, 
which was established by the Government as a public interest route. 

In determining the amount of subsidy required to be put up by the 
Government to nae. Braniff’s international operation, the Civil 
Aeronautics Board has historically used any capital gains realized 
by Braniff from the sale of equipment to reduce the subsidy require- 
ment. The Civil Aeronautics Board feels that it is legally obligated 
to do this under the terms of the Civil Aeronautics Act as presently 
written. This practice, if continued without amendment of the act, 
could have very serious consequences on a carrier such as Braniff, and 
would place Braniff at a very considerable disadvantage to other car- 
riers with which it has to compete and whose routes do not require 
subsidy support. 

Braniff, like other carriers, has embarked upon a complete reequip- 
ment program. It recently took delivery of seven Douglas DC-7C air- 
craft. In late 1959 and early 1960 Braniff will take delivery of 9 Lock- 
heed Electra turboprop aircraft and 5 Boeing 707 jet aircraft. Firm 
orders have been placed for this equipment. The total cost of these 
aircraft, plus related spare parts, will approximate $80 million. In 
order to finance the cost of these aircraft, Braniff arranged a $40 mil- 
lion loan through a group of 5 insurance companies. In addition, 
Braniff sold additional stock in an amount of approximately $16 mil- 
lion. The balance of the funds required are estimated to come from 
cash on hand, depreciation, retained earnings, and the proceeds from 
the sale of aircraft which might become surplus upon receipt of 
the new aircraft. 

This reequipment program was a matter of necessity. Braniff could 
not sit by while its competitors placed orders for new types of aircraft 
without following suit. Braniff competes with the major carriers in 
the industry over most of its principal-route segments. It competes 
with American between Chicago and Texas and between the Northeast 
and Texas. Thus, when American placed orders for turboprop and jet 
aircraft, Braniff had to follow suit if Braniff expected to remain com- 
petitive with American. 

American’s routes, both its domestic and international routes, are 
so strong that American can operate completely without subsidy. 
Thus, when American reaches the point where it can dispose of a sub- 
stantial portion of its existing piston engine aircraft, it can do so 
without any fear that any of the proceeds will be recaptured by the 
Government. It can devote the proceeds remaining after any capital 
gains tax to financing in part the cost of the equipment which will re- 
place it. This ability to use the proceeds from the sale of old equip- 
ment places American and other carriers similarly situated in a pre- 
farved) position with respect to arranging financing. A lender can look 


to the proceeds from the sale of old equipment as a portion of the 
cushion available to it when appraising American’s ability to service 
a loan for new equipment. 

Braniff, on the other hand, although it must compete with American 
over its principal route segments and although it must keep pace with 
American equipmentwise, is required under the present terms of the 
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Civil Aeronautics Act to go into the money market and arrange for 
financing without the cushion of the proceeds from the sale of obsolete 
equipment. We do not believe that it is right that Braniff be placed 
under this disadvantage merely because Braniff has undertaken to 
operate certain international routes deemed ape ee in the na- 
tional interest and which require subsidy support. We believe that 
we should have the same ability to utilize the proceeds from the sale 
of obsolete equipment as do our competitors who do not happen to re- 
quire subsidy support. The advantage which these air carriers have 
is not the result of any superior management or know-how. It results 
solely from the fact that they have route systems which are strong 
enough to support subsidy- free operation. 

The Civil Aeronautics Act as presently written and interpreted by 
the Civil Aeronautics Board presents an anomaly in that the stronger 
carriers in the industry, that is, those who do not require any subsidy 
support, are viven the added str ength of being able to utilize the pro- 
ceeds from obsolete equipment. This reduces the amount of financing 
they require to purchase new equipment and affords the lending in- 
stitutions a greater cushion. On the other hand, those carriers who are 

required to operate certain route segments which need subsidy support 
are deprived of the proceeds from the sale of equipment, which sub- 
stantially increases the amount of money they need to raise to pur- 
chase new equipment and materially reduces the cushion available to 
the lending institutions. 

It seems to us that the proposed legislation is eminently fair not 
only to the carriers but also to the Government. The Government 
will retain the capital-gains tax, if any, and the carrier will retain 
the balance realized from the sale of equipment, provided it reinvests 
it in new equipment. There is no question here of paying out the 
proceeds as dividends or as increased salaries, and so forth. It is simply 
a question of converting old equipment into new equipment and keep- 
ing toa minimum the need of additional financing. 

We believe that this legislation is very much in the public interest. 
The air transportation industry under the terms of the Civil Aero- 
nautics Act has a special obligation to exploit every new improve- 
ment in the art and science of flight. Turboprop and jet aircraft are 
such a development. Braniff cannot hide its head in the sand and 
ignore these developments. Our competitors are going to exploit 
them, and to keep pace we will have to exploit them too. Asa result, 
the public gains. Under these circumstances, we believe that the 
Government has an obligation to eliminate from our path any obstacle 
which might prevent us from bringing these benefits to the traveling 
public. 

The Civil Aeronautics Act as presently written and as interpreted 
by the Civil Aeronautics Board is certainly a handicap to a carrier 
such as Braniff, when it requires that any capital gains realized by 
Braniff from the sale of obsolete equipment be devoted to a temporary 
reduction in subsidy. I say “temporary” because equipment can only 
be sold once, with the result that the subsidy would return to its 
former level in the year following that in which the aircraft were sold. 

S. 1753 would permit us to plow back into new equipment any 
capital gains which we may realize from the sale of old equipment. 
In that way the money stays in the industry and remains devoted to 
the provision of the best possible air transportation. There is no 
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more reason to levy upon this fund as a means of reducing subsidy, 
merely because there has been a conversion of a capital asset from 
old planes into dollars, than there is to levy on any other capital asset 
of an airline to reduce subsidy. So long as the airline is pledged to 
devoting the dollars to the purchase of new equipment, they should 
remain mtact and continuously devoting without dilution to the fur- 
ther promotion and development of air transportation in the public 
interest. 

Senator Monroney. Mr. Jack Arant, Bonanza Air Lines, Inc., is 
our next witness, 


STATEMENT OF JACK ARANT, ASSISTANT TO THE PRESIDENT, 
BONANZA AIR LINES, INC. 


Mr. Anant. Mr. Chairman and members of the committee, I am 
Jack Arant. I am assistant to the president of Bonanza Air Lines. 
I appear in behalf of that company and the Association of Local and 
Territorial Airlines. 

Bonanza is a local service air carrier providing scheduled passenger, 
mail, and property service in the States of Nevada, Arizona, and 
California, and we have recently been authorized by the Civil Aero- 
nautics Board to extend our air services into the State of Utah. 

I appear here today in support of 8. 1753. As you know, Bonanza 
supported similar legislation last year and also indicated its support 
of S. 1753 during hearings before this committee June 17 on S. 2229, 
the equipment-loan-guaranty bill. 

In that respect, we wish to say that we are deeply grateful to this 
committee for its action on S. 2229 and for the resounding vote in 
support of that. legislation that you were able to obtain in the Senate. 

S. 1753 would enable a subsidized carrier to retain the capital 
gains derived from the sale of flight equipment for the sole purpose 
of reinvesting those funds in new equipment. This, of course, would 
help the entire subsidized industry in its financing of new and more 
economic aircraft. It will help different carriers in varying degrees, 
of course, depending on individual circumstances. And these cir- 
cumstances will change from time to time, even with respect to any 
given carrier. 

As far as Bonanza itself is concerned, it will be quite some time 
before we expect to dispose of any flight equipment; however, several 
subsidized carriers are presently in a position to replace equipment 
and would therefore derive immediate benefits from this legislation. 

Bonanza will receive three F-27’s in the first quarter of 1958 that 
will be integrated into our fleet of DC—3’s; however, due to our steady 
increase in traffic and recent increases in our route mileage, we expect 
to utilize everything we have at that time to the fullest extent. 

Be that. as it may, we are still in favor of this legislation, just as 
we were last. year, as a means of assisting the subsidized industry in 
its general financing problems. 

In helping these carriers to help themselves, Congress would be 
providing a large segment of the American public with equipment 
that would be both modern and economical, thus enabling millions of 
passengers to enjoy and benefit from the most modern advantages of 
air transportation. The second, and very important advantage to 
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be derived from the utilization of new equipment would be a substan- 
tial reduction in Government subsidy payments. 

We most respectfully urge the enactment of S. 1753 during this ses- 
sion of Congress. 

Thank you for your consideration in offering me the opportunity 
to appear before you in support of this legislation. 

I have one additional observation as to the testimony of this morn- 
ing. It was most. interesting to note that in response to questions 
from Senator Se hoeppel, Mr. Bradley Nash referred to the. Civil 
Aeronautics Board as being expert and knowledgeable as pertaining 
to the capital gains bill, and then to note that Mr. Nash, as a spokes- 
man for the Department, became the expert when it came to the Gov- 
ernment guaranty loan bill, a bill that was sponsored by the Civil 
Aeronautics Board. 

Thank you. 

Senator Mownroney. [ appreciate that comment. 


Mr. Seamon, of Alaska Coastal Airlines and others, is our next 
itieaa 


STATEMENT OF THEODORE I. SEAMON, ON BEHALF OF ALASKA 
COASTAL AIRLINES, CORDOVA AIRLINES, INC., NORTHERN CON- 
SOLIDATED AIRLINES, INC., AND WIEN ALASKA AIRLIDVES, INC. 
(AS READ BY JOSEPH D. SULLIVAN) 


Mr. Sutrrvan. Mr. Chairman, I am Joseph D. Sullivan. I am here 
on behalf of Theodore I. Seamon, who represents Alaska Coastal, 
Northern Consolidated, Wien Alaska, and Cordova Airlines. I have 
been asked to submit this statement on behalf of the above four-named 
Alaskan air carriers and to express their support of the legislation 
with respect to retention of capital gains. 

Mr. O. F. Benecke and Mr. S. B. Simmons, managers of Alaska 
Coastal Airlines, Mr. Merle K. Smith, president of Cordova Airlines, 
Inc., Mr. Raymond I. Petersen, president of Northern Consolidated 
Airlines, Inc., and Mr. Sigurd Wien, president of Wien Alaska Air- 
lines, Inc., desire me to express to this committee their support of the 
bill which is before you, and to emphasize the importance of this pend- 
ing legislation, in addition to the legislation for Government guaranty 
on equipment loans (S, 2229) which has already been reported to the 
Senate, to the acquisition of equipment necessary to improve service 
within Alaska and ultimately eliminate subsidy. 

The foregoing-named officers have also asked me to express to this 
committee their regret that factors of time and distance, coupled with 
the fact that this period coincides with the active and busy season for 
transportation agencies within Alaska, have made it impracticable for 
them to arrange to be present and testify personally. 

This statement is directed to the following premises and conclusions: 

The strategic importance of Alaska ; 

The almost complete dependence of the Territory and the defense 
mission in Alaska upon air transportation ; 

The development of air transportation within Alaska and the im- 
provements which have been accomplished in aircraft facilities; 

The importance of new aircraft equipment, such as the F-27 to the 
continued development of air transportation within Alaska and the 
elimination of subsidies; 
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Financing problems arising out of reequipment planning; 

The importance of the pending legislation to make possible financing 
necessary for reequipment. 

We know that this committee is aware of the strategic importance 
of Alaska, and the vital relationship of air transpor tation thereto. The 
need for a strong, healthy, and prosperous Alaska and its relationship 
to the national defense have been amply attested to on numerous occi- 
sions. For example, Gen. Nathan Twining, when commanding gei- 
eral, Alaska, testified, in part, in 1948 as follows before the Civil “Aero- 
nautics Board: 

I say the job we are primarily interested in now is the building of the defenses 
of Alaska and the Territory; and we are struggling pretty hard on that, as you 
know. Hand in hand with the building of any defenses are the economies of the 
particular area you are trying to build a defense in. * * * 

If the economy could be built up where it should be, it means our defenses are 
going to be cheaper; they are going to be built quicker; and they are going to be 
much more effective. The two go hand in hand, 

That is our primary interest now—to get the economy built up, just as it is 
with you people. 

What is going to bring that about? No. 1 is transportation. It has been 
proven time and time again that no territory or country can build up without 
transportation. 

One-fifth as large as the United States, and rich in natural resources, 
the Territory guards the northwest corner of the North American 
Continent, and is a vital bastion in our defense system. This vast 
land, its people, its business concerns, United States military bases 
and the distant early warning radar outposts, which rim the ‘Alaska 
perimeter, are all dependent upon air transportation for their essen- 
tial supplies. With roads practically nonexistent, rail service only 
between major population centers and. water transportation only dur- 
ing the short summer, there simply is no way to serve the Territory 
except by air. 

The four certificated carriers, on whose behalf this statement is pre- 
sented, operate air-route systems which, collectively, cover well nigh 
the entire Territory, from the Panhandle area of southeastern Alaska, 
and throughout the interior. Alaska Coastal operates within south- 
east Alaska, serving a large number of points between which, in the 
majority of instances, air is s the only practical means of transportation. 
Because of the terrain and archipelagic nature of the area Coastal 
operates primarily an amphibious operation, conducted out of Juneau, 
between Juneau and Ketchikan, and to 30 or 40 smaller points within 
the area, operating equipment of the Grumman Goose and the PBY 
type. 
"Cutis Airlines, based in Anchorage, operates generally along the 
southern coast of Alaska between Anchorage, Valdez, Cordova, to the 
so-called Copper River area, east to Icy Bay, in the Prince William 
Sound area, and to Seward. Northern Consolidated is based in An- 
chorage, operating generally throughout the southwest part of Alaska, 
with its routes, west of the rail belt, extending from Anchorage and 
Fairbanks to the Bering Sea, along the Yukon and Kushkokwim 
Rivers, and into Bristol Bay. 

Wien Alaska Airlines, based in Fairbanks, operates a network of 
routes throughout the northern part of the Territory of Alaska, from 
Fairbanks to Nome and Kitzebue on the west, to the Canadian border 
on the east, and north to Point Barrow and the Arctic Ocean , operating 
extensively throughout the entire Arctic slope. 
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The last three-named carriers operate coordinated networks of sery- 
ice with aircraft of the DC-3 and C-46 type, coupled with smaller 
so-called bush aircraft which serve Rote. in the area which cannot 
accommodate larger equipment. As larger airports have been devel- 
oped, they have extended their tnaitiongins, instrument service along 
the so-called main line routes, with equipment of the DC-3 and C-46 
type. Their service has been operated and developed under the most 
difficult of conditions. The progress which they have made has been 
in the face of serious financial obstacles. 

Alaskan carriers are far removed from sources of financing. There 
is little risk capital in the Territory, as a consequence of which 
interest charges are high and long-term financing in the amounts re- 
quired cz unnot be obtained there. Past financing, other than short- 
term loans at high interest rates, has been accomplished in the past 
mainly through the RFC and defense loan facilities. 

In order to meet increased requirements in the Territory, to im- 
prove safety and reliability, initiate instrument operations, provide 
lower unit-cost aircraft, and meet the increased critical lift require- 
ments of the military and defense contractors, the carriers in the in- 
terior, such as Cordova, Consolidated, and Wien have gradually ex- 
panded their fleets of equipment from single-engined aircraft to air- 
craft of the DC-3 and C46 type. While this equipment was not 
designed for, nor is particularly acaptable to Alaskan operations, it 
has been the only equipment practically available and the only equip- 
ment upon which the carriers have been able to rely for the expansion 
of their service. Nevertheless, these carriers, generally, have been able 
to expand their service, improve their operations, and at the same time 
accomplish substantial strides in the reduction of subsidy. 

The key, however, to further reduction, and to elimination of 
subsidy, must be found in terms of new equipment. 

Mr. Petersen of Northern Consolidated, and Mr. Wien of Wien 
Alaska Airlines, have for many years been searching for more modern 
and economical equipment, better adapted to the operational and eco- 
nomic requirements of their routes and services. They have, however, 
in the past been disappointed, and there has not been, until relatively 
recently, the promise of equipment which seems to meet their re- 
quirements. Each of these companies has separately analyzed the 
F-27 prop-jet aircraft. Wien and Consolidated have each ordered 
three of the F-27 aircraft. 

This aircraft makes possible faster ground loading and off-loading, 
with low fuselage which makes cargo operations and mail handling 
much easier, more efficient and much less costly. Both of these 
carriers, after a full analysis of the operating performance of the F-— 
27 with Dart engines are satisfied that, servicewise, in comparision 
with the DC-3, this new aircraft will accommodate a greater load, 

take it farther, faster, and cheaper than present equipment can do and 
with greater safety and passenger comfort. The F-27 will eliminate 
much of the hand maintenance now required for the DC-3 with re- 
spect to both airframe and powerplant, requiring much less man-labor 
per unit of production. The Dart engine is particularly important 
in terms of reducing the cost for cold-weather operations encountered 
within Alaska during the winter months when extremes of tempera- 
ture are the rule. The piston engine is costlier to operate and main- 
tain, requiring many man-hours and resulting cost involved in the pre- 
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heating of the engine, which is unnecessary in the case of the Dart 
engine. Further, the engine has a built-in heating element which pre- 
vents the formation of ice on either the engine or propeller. 

Both Wien and Consolidated have independently appraised and 
analyzed the performance of the F-27 as applied to their respective 
route systems. 

Wien’s studies and cost analyses have led it to the conclusion that 
the introduction of the F-27 as replacement for the DC-3 will allow 
it to reduce its break-even need by $500,000 in the early period follow- 
ing full transition. 

Northern Consolidated has made a detailed study, based on all fac- 
tors, with respect to the operational and cost characteristics of the F-27 
and has applied same to its actual operations with DC-3 equipment 
during 1956. These analyses have shown, based on the actual miles 
and hours flown with DC-3 equipment in 1956 by Consolidated, that 
the use of F-27 equipment in lieu of DC-3 operations would have re- 
duced its “break-even need” by $411,000 in 1956. 

The Consolidated studies daaiicrattited that the cost per available 
seat-mile for the operation of the F-27 on the Northern Consolidated 
main-line system, including depreciation, would be 1.91 cents, as com- 
pared with 2.76 cents per available seat-mile for the DC-3. Cost per 
available ton-mile, including depreciation, would be 16.99 cents for 
the F-27 as opposed to 30.94 cents for the DC-3. The latter is a most 
important factor since the carriage of cargo and mail comprises a sub- 
stantial portion of the total traffic of Alaskan air carriers. 

The major problem confronting the carriers is one of financing. 
They are satisfied, and their analyses and cost studies have demon- 
strated, that the introduction of F-27 equipment will not only provide 
an improved air service within Alaska, directly benefiting the users 
of transportation, but will do so at lower costs and bring substantial 
benefit to the customers, both commercial and military, the carriers, 
and the taxpayers in the form of reduced and eliminated subsidy. 

The equipment program for the introduction of the F—27, however, 
calls for financing of a magnitude which these carriers have not here- 
tofore faced. 

The facilities of the RFC and defense loan provisions which made 
swsiocasn previous long-term financing in relatively modest amounts, 
ess than a million dollars, are not now available. 

The investment bases of these carriers are no real measure of the 
intrinsic value of their facilities which consist of substantially depre- 
ciated properties, some of which depreciation was taken before the car- 
riers came under the subsidy provisions of the Civil Aeronautics Act. 
The lower investment level is also due to the carriers’ own ingenuity 
and efficiency, forced by lack of capital, to acquire and modify equip- 
ment and accomplish that which would normally require many more 
dollars of investment. The cost of new and additional equipment has 
been affected both by inflation and the improvements made in such 
equipment. Inflation, which has affected the cost of replacement and 
reequipment, has not, as in the case of general industry, been compen- 
sated for by correlative inflationary effect upon earnings and profits. 
Profits and earnings of subsidized carriers are tied to a low investment 
base at low original acquisition cost. The only compensations or off- 
setting factors involved in the inflation which has increased the cost of 
replacement, have been in the increased equity accruing to the owner 
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of aircraft by increased market value of aircraft now owned, of the 
DC-3 and C46 type. The CAB staff now proposes to recapture these 
capital gains. These carriers must rely upon the capital gains from 
the sale of present equipment as an essential element to support their 
equipment-financing program. The retention of capital gains is neces- 
sary to make available to these carriers the basis for downpayment, 
to provide a minimum equity ratio necessary to a the type of 
loan and debt financing required; and, indeed, to effectuate proposed 
and accomplished financing. 

As an example, Alaska Coastal, in years gone by, was never able 
to obtain even RFC financing save under conditions by the RFC of 
such stringent nature in terms of amount, life of loan, and other fac- 
tors, as to make such loans unacceptable. Such stringent and un- 
workable conditions were imposed because the RFC concluded that 
sufficient equity was not afforded by the carrier to support the loan in 
the amount sought and on less stringent conditions. 

Northern Consolidated has negotiated and completed private 
financing with a group of banks and an insurance company for the 
purchase of 3 special passenger-cargo model Fairchild F-27’s and 
4 spare Rolls-Royce and Dart engines, plus an approximate additional 
$200,000 for miscellaneous spares and training equipment. The total 
loan amounts to $2 million, to be paid off in 10 years. The total in- 
vestment is estimated at $2,300,000. The loan is specifically con- 
ditioned on the capital gains estimated to be realized from the sale 
of its presently owned DC-3 aircraft and other surplus aircraft and 
facilities. It has an additional requirement to raise $300,000 of 
equity. The key to the consummation of the financing is the reten- 
tion of capital gains, without which such financing may fall. 

It is the considered conclusion of Mr. Petersen of Northern Con- 
solidated that it “needs” to retain capital gains to accomplish the 
financing, and that such financing is assured with capital gains. It 
is further his conclusion from extensive financing negotiations as a 
small carrier that companies without a continuing earnings record, 
in which lenders are particularly interested, require both the Gov- 
ernment guaranty provision and the ability to retain capital gains in 
order to obtain reasonable long-term financing. 

Wien has not concluded its financing arrangements. It has been 
in constant negotiations and has concluded arrangements with a firm 
of investment bankers who have undertaken with expectations of 
success the negotiation of a credit of $2,500,000 secured by first mort- 
gage and/or equipment trust certificates on all flight equipment and 
terminal facilities. Ssome bankers have advised Wien, however, that 
at least $500,000 additional equity will be required. This equity must 
be substantially realized through capital gains, 

While Cordova and Alaska Coastal do not have immediate equip- 
ment, orders, both are no less interested in and concerned with the 
problem. It is essential for their future planning that they have the 
assurance of both the capital gains and the guaranty loan provisions 
to make possible the type of financing which will be required. Tm 
the case of Coastal, operating amphibious equipment, for which the 
existing PBY type of aircraft is the only practical type available, it 
is essential that it be made clear that the legislation will apply to 
acquisition and modification costs of old as well as newly manufac- 

tured equipment. 
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While the requirements and circumstances of individual carriers may 
vary, it is clear, and the four carriers I represent desire to emphasize, 
that from the point of view of the smaller Territorial and local service 
carriers as a group, both this bill, S. 1753, and S. 2229, previously re- 
ported, are essential to make possible the financing of equipment 
which will allow the continued development of air transportation 
and the elimination of subsidy, 

Senator Monroney. Thank you, Mr. Sullivan. 

Are there any other witnesses / 





STATEMENT OF R. E. McKAUGHAN, PRESIDENT OF TRANS-TEXAS 
AIRWAYS (PRESENTED BY JACK AYRE, EXECUTIVE ASSISTANT 
TO THE PRESIDENT) 


Mr, Ayre. I am Jack Ayre, executive assistant to the president of 
Trans-Texas Airways. 

1 have a statement by Mr, R, E. MeKaughan, who is president of 
Trans-Texas, that 1 would like to submit for the record. 

Mr. Chairman, inasmuch as this statement is repetitious of what 
other witnesses have said, and in the interest of saving time, I would 
like to submit it without reading except for one sentence which I 
would like to read for emphasis, if I may. 

Senator Monronry. Yes. 

Mr, Ayre. I don’t think the point has been touched on too mueh by 
other witnesses. 

One point that has not been readily mentioned is the fact that this 
legislation will result in a sound contribution to the national defense 
by making possible the acquisition of modern aircraft so necessary 
in the event of a national emergency, together with flight crews who 
have been trained and familiarized with such new aircraft. 

Senator Monronery. Weare glad to have that accent. 

(The prepared text is as follows :) 


STATEMENT Or R. E. MCKAUGHAN, PRESIDENT, TRANS-TEXAS AIRWAYS 





Mr. Chairman and members of the subcommittee, my name is R. E. McKaughan 
and my address is 1221 Commerce Building, Houston, Tex. I am president of 
Trans-Texas Airways. I wish to thank this subcommittee and its parent full 
committee for the privilege of making this statement in support of S. 1753, 
generally referred to as the capital-gains bill. 

Trans-Texas is a local service air carrier which serves 50 cities in a 4 State 
area. Trans-Texas commenced operations nearly 10 years ago on October 11, 
1947. While Trans-Texas has experienced substantial growth during the past 
10 years, it, like the other local carriers, has been unable to accumulate reserves 
for the purchase of new aircraft. This financial predicament that now faces 
Trans-Texas is the product of inadequate earnings experienced as a result of 
the rate making policies of the Civil Aeronautics Board, which has virtually 
prohibited earnings to the local service carriers, as graphically portrayed by 
studies already presented to this subcommittee. 

Trans-Texas Airways believes that its future as a subsidy-free local-service 
carrier is inexorably attached to the replacement of its fleet of DC-—3 aircraft 
by modern, more efficient aircraft. The confiscation of anticipated and planned 
capital gains to be realized through the sale of our present fleet of DC-3 aircraft 
will place Trans-Texas and other local carriers in the position of being utterly 
unable to replace present DC-—8 equipment in the reasonable foreseeable future. 
There is general agreement that the prewar DC-3 must ultimately be replaced 
if the local carriers are to become economically self-sufficient and render the 
type of modern air service that the cities and communities require and deserve. 

Trans-Texas does not have financial reserves capable of supporting a com- 
plete reequipment program. The market value of our DC-3 aircraft is the only 
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sizable collateral we have for borrowing for financial needs. Unless Trans-Texas 
can be relieved of the threat of losing capital gains it expects to realize on the 
sale of flight and other equipment, our investment bankers advise that long-term 
financing to provide funds for the purchase of new aircraft is simply not available. 
On the other hand, if gains from the sale of aircraft can be retained, coupled 
with the guaranteed-loan legislation and an adequate rate of return, Trans-Texas 
is confident of its ability to arrange a sound reequipment program to replace its 
present fleet of 20 DC-—3’s. 

The position of the staff of the Civil Aeronautics Board has been that all 
gains realized upon retirement of flight equipment should be turned over to the 

yovernment. This policy precludes reinvestment of such proceeds in new equip- 
ment, and is based primarily upon the staff’s theory that to permit carriers. to 
reinvest capital gains would provide them with windfall profits. The staff 
has taken the position that through payment of depreciation in the form of sub- 
sidy the carriers have already been compensated for the cost of the equipment to 
be sold. This theory is fallacious. 

The actual beneficiaries of subsidies paid to the local service carriers are not 
the carriers themselves, but the small and intermediate-sized cities and members 
of the traveling public who use the services. The fundamental objective of the 
subsidy is to bring the benefits of scheduled air transportation to more persons 
and areas in the United States that otherwise would not have available scheduled 
airline service. 

It is thus apparent that subsidy payments have not constituted a “gift” to the 
local service carriers, but have provided benefits which accrue to the users of 
the service furnished by the airlines. This statement is quite adequately illus- 
trated by the fact that not 1 of the 13 local service carriers has an earning 
record sufficient to make possible the financing of new aircraft by conventional 
means. This earnings record simply shows that the subsidy to the local service 
carriers has constituted nothing more than partial payment of the cost of sery- 
ices rendered to the public, and that such payment has been totally inadequate. 

It is also misleading to contend that through allowance of depreciation the 
local service carriers have already been reimbursed by the Government for the 
cost of. their present equipment. The Board sets the amount of subsidy to be 
received by a local carrier, which in the Board’s opinion is fair and reasonable 
at the time. The Board then and there determines that such cost to the Govern- 
ment is justified, inasmuch as the public interest demands and warrants it. Cer- 
tainly with a rate thus established, the air service thereafter rendered does not 
become worth any less due to the fact that subsequently the carrier through its 
own initiative develops profitable sales for its aircraft to obtain funds with which 
to acquire a more efficient fleet of aircraft that will ultimately reduce the cost 
of supplying the air service required by the public interest. 

In other words, subsidy is determined on the basis of the total need of the 
carrier, and depreciation is only one element of cost which goes into such a 
determination. Subsidy is paid to the carriers for performing services which 
are in the public interest, and the amount of subsidy when established by the 
Civil Aeronautics Board is only after full investigation and full knowledge of 
the element on which subsidy is determined. In many instances, subsidy is 
not paid to cover portions of the expenses, of the carrier, but only to provide 
the return element which is a part of the carrier’s need. For the Government 
to recapture capital gains upon the excuse that depreciation has been provided 
is, in effect, a reopening of the rates which the Board has adjudicated in order 
to adjust only one element of expense out of the many which are considered 
in determining subsidy, and without anv regard as to whether the carrier 
actually realized a reasonable return. Such a procedure is obviously gressly 
inequitable. 

Confiscation of capital gains will discriminate against the subsidized local 
service carriers in their search for funds to finance reequipment programs. 
It is my understanding, that there has never before been an attempt to eon- 
fiscate capital gains in other industries, even in subsidized industries. To my 
knowledge, the subsidized local service air carrier industry stands alone in con- 
fronting this issue. This bill, S. 1753, would remove any such question, and 
would permit local service carriers to provide improved and urgently needed 
air service at lower costs. 

One point that has not been readily mentioned is the fact that this legis- 
lation will result in a sound contribution to the national defense by making 
possible the acquisition of modern aircraft so necessary in the event of a 
national emergency, together with flight crews who have been trained: and 
familiarized with such new aircraft. 
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In conclusion, I submit that the confiscation of capital gains from the sub- 
sidized local service air carriers is entirely unnecessary and discriminatory. 
In this connection, I would like to emphasize that the capital gains bill, S: 1753, 
the guaranteed loan bill, S. 2229, and the equipment trust bill, S. 2205, are all 
needed desperately by the local service industry, in order to relieve the financial 
plight with which they are now faced. In my opinion, Trans-Texas Airways 
will not be able to acquire the funds required for a vital reequipment program 
without the benefit of all three bills. The passage of this legislation, together 
with a fair and reasonable rate of return for the local carriers, is absolutely 
necessary to the sound and continued development of the local air transportation 
system of our country. To make possible the development of improved local air 
service by the purchase of new flight equipment, and to hasten local air carrier 
self-sufficiency, Trans-Texas Airways earnestly urges your early and favorable 
consideration of S. 1753. 

Senator Monronry. Are there any other witnesses who wish to 


testify this morning? 


STATEMENT OF ROBERT G. FERGUSON, TREASURER, PAN AMERI- 
CAN WORLD AIRWAYS, INC. (PRESENTED BY H. DON REYNOLDS, 
ATTORNEY FOR PAN AMERICAN WORLD AIRWAYS) 


Mr. Reynoxps. Yes, sir; I am H. Don Reynolds, attorney for Pan 
American World Airways. I have here the statement of the com- 
pany’s treasurer, Mr. Robert G. Ferguson, who had hoped to be here 
today also, but unfortunately could not doso. We have a rather com- 
plete statement in which I am sure you will be interested, because it 
answers numerous of the questions raised this morning concerning Pan 
American. 

Senator Monroney. I wish we could have had the witness in person 
for Pan American. 

Mr. Mureny. Pan American did not notify us of its desire to appear 
today, otherwise we would have listed them. 

Mr. Reynoxps. We had contacted Mr. Baynton, who is out of town 
today. It is apparently an error, because we did contact him. 

Senator Monroney. We will receive your statement and have coun- 
sel go over it. If there are questions that are raised, we will probably 
ask some of your people to come in later for a hearing. 

Mr. Reynoxps. We would hope to be able to satisfy you without 
prolonging the hearings. 

Senator Monroney. The only trouble is that we would like to have 
it for the record, because having helped to pass this bill last year— 
Pan American was the bone of contention—we would like to have this 
record as complete and as factual and accurate as it can be when we 
complete it here. 

Mr. Reynorps. We will undertake to supply any information that 
you feel is necessary. I think perhaps a situation in the record to which 
you referred in the House reflects a somewhat different posture. 

* Senator Monronry. Can you tell us whether or not Pan American 
is or is not on subsidy ? 

Mr. Reynorps. Pan American, as explained by Mr. Gurney, is on 
a temporary mail rate which provides no subsidy whatsoever; has 
been so since October 1956; and eventually a Board proceeding will 
have to determine what the final result is. Insofar as the effect of the 
bill is concerned—and this is true of any carrier Jisted in the table to 
which you have quite frequently referred here—if the carrier shown 
there having received capital gains subsequent to the April date is on 
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subsidy at a future time, and the retroactive date is provided, that 
amount of money would be available, and in Pan American’s case the 
loss or the capital gains is identified in great part, except for some 
miscellaneous engines and spare parts, with a loss of the aircraft in 
the Pacific for which it received great public acclaim in the handlin 
of the ditching, and upon which it had paid insurance proceeds, an 
the proceeds for that, of course, have to be available to reinvest in 
some kind of replacement capacity, 

Senator Monroney. In other words, if this is not made retroactive, 
you will have to turn over this $1,147,000 to the Civil Aeronautics 
Board, or you might have to if they find that you are in a subsidy 
status ? 

Mr. Reynoxps. Yes, sir. 

Senator Monroney. If you are not in a subsidy status, you can 
keep it ? 

Mr. ReyNotps. Yes, sir. ; 

Senator Monroney. If you are not in a subsidy status you can con- 
tinue to sell $20 million worth of aircraft that ATA testified to— 
rather, the earning on capital gains of some $20 million by the sale 
of aircraft over the next 5 years? 

Mr. Reynotps. Yes, sir. And in that situation, of course, we would 
be entitled to use any of those proceeds for any corporate purpose. 

Senator Monroney. Dividends or anything else? 

Mr. Reynotps. Yes, and we are very much interested in being as- 
sured that we are entitled to use those proceeds to apply on some 
equipment orders totaling over $265 million. 

Senator Monroney. In other words, if you would care to gamble, 
you could take the $20 million—is that a correct figure, roughly ? 

Mr. Reynotps. It is $19,900,000 odd. 

Senator Monroney. Which you expect to realize from the capital 
gains on the sale of aircraft between now and 1960? 

Mr. Reynorps. Yes, sir, and that is after payment of capital gains 
taxes, and is based upon Pan American’s actual program for equip- 
ment retirement. It is not constructed on an assumed average across 
the board that affects the industry or anything like that, It is the 
actual Pan American program. 

Senator Monroney. It assumed one variable: That the price of 
the DC-4, of which you have a great number still in service, unfor- 
tunately, will be worth what they are worth today instead of going 
down in price. 

Mr. Reynotps. It certainly assumes the prevalence of today’s air- 
craft market; yes. 

Senator Monroney. So that isa variable? 

Mr. Reynotps. Yes, 

Senator Monronry. But the only way that can go is down ? 

Mr. Reynotps. Yes. 

Senator Monroney. The $20 million figure, or $19,900,000 odd, 
roughly, is the top overall limit. It could go lower, depending on 
the price of the aircraft? 

Mr. Reynoips. That is correct. 

Senator Monroney. We will notify you if we need anything fur- 
ther. You would rather gamble on putting in a claim that you are 
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going to spend this money for aircraft that you sell—in the event you 
are found to be on subsidy—than to run the ri isk 

Mr. Reynoups. Mr. Chairman, I believe in fairness to the company 
I should state it this way: Pan ‘American will support the princ iple 
of this bill as necessary and helpful to the industry, regardless of its 
individual company status. 

Senator Monroney. The point I am making, though, and I think 
you missed it, is that this bill has an added virtue in that lines that 

may be off subsidy, or very narrowly off subsidy, will, in order to 
insure the fact that they will not be called upon to turn over capital 
gains in the event that later on they found that for that year they 
were entitled to subsidy, they will commit themselves for the purchase 
of new aircraft under the provisions of this bill rather than take the 
gamble of taking this money thinking they were off subsidy and going 
ahead and spending it for dividends or for salaries or other things. 

Mr. Reynorps. If I get the full import of your analysis, I think 
that is substantially correct. However, it might differ as between 

managements of different companies. The important thing here is 
that the equipment race is on. It has to be on, particularly in the inter- 
national picture, whether this bill passes or not. It is only an unfortu- 
nate experience that prevents BOAC from having jets in operation on 
transatlantic runs today, as we know. So that the program has to go 
on due to many forces and factors as well as the desire to improve ef- 
ficiency and economy in operation. 

The use of proceeds for the purpose of dividends and other such 
things seems to me to be quite academic in view of the enormity of the 
requirements for the equipment purchases themselves. 

Senator Monroney. As a matter of fact, aren’t the airlines notori- 
ously low in their divided rates ? 

Mr. Reynotps. And earnings. 

Senator Monroney. I don’t know so much about earnings; but in 
dividends declared, because of the tremendous amount of equipment 
that they have had to buy to try to keep pace with modernization in 
their field. 

Mr. Reynotps. Yes, and you will find a reference to that in Mr. 
Ferguson’s statement, as well as the earnings that affect it. 

Senator Monroner. Thank you for your appearance here. We will 
call you if we need further information. 

(The prepared text of Mr. Ferguson’s statement follows :) 





STATEMENT OF RoBeERT G. FERGUSON, TREASURER, PAN AMERICAN WORLD 
AIRWAYS, INc., IN Support or S. 1753 


My name is Robert G. Ferguson. I am treasurer of Pan American World Air- 
ways, Inc., having been elected to this position in 1949. I have been with the 
company since 1929. One of the primary responsibilities of the treasurer's office 
is to make arrangements for funds to meet the company’s expanding capital re- 
quirements, which have been largely the result of new flight equipment acquisi- 
tions. In this connection, I have aided in or been responsible for all new finan- 
cing projects from 1945 to date. Such projects have included equity financing, 
bank term loans and long-term loans with insurance companies. 

I am appearing before this committee on behalf of Pan American to support 
S. 1753. 

The specific question presented by S. 1753 is whether the Congress should 
amend the Civil Aeronautics Act so as to provide that air carriers receiving sub- 
sidy mail pay shall be entitled to retain their book profits, after taxes, realized 
on the retirement of flight equipment to the extent that such profits are rein- 




















REINVESTMENT OF CAPITAL GAINS BY AIR CARRIERS 77 


vested in improving or expanding their fleets. We believe that this question must 
be answered in the affirmative as a matter of justice and because of the impelling 
need of the carriers in undertaking the tremendous reequipment financing task 
which now confronts the industry. 

For the first 15 years of the Civil Aeronautics Board’s existence, carriers op- 
erating under final prospective mail rates were always allowed to retain such 
gains. Even during the last 3 years they have been allowed to do this except in 
a few cases where the Board has offset such of these gains as were realized, while 
a ratemaking proceeding was in process, between the first day of the future period 
and the date the future period rate was established. Where a carrier has been 
on interim temporary rates, however, in establishing a retroactive final rate, after 
a review of actual operations and financial results, the Board has employed the 
practice of deducting such gains from the amount of subsidy to which a carrier 
otherwise would be entitled. 

In substance, the foregoing summarizes the situation as it existed when similar 
legislation was under consideration by the last session of the Congress in the for- 
mer 8. 3449 and H. R. 8902 and 8903. Since that time additional events have 
oceurred which make enactment of the instant bill even more impelling and urgent. 
In the Civil Aeronautics Board’s so-called capital gains proceeding, docket No. 
7902, the Board’s attorney, called Bureau Counsel, has recently announced the 
flat position that the Board has no authority, as the Civil Aeronautics Act is now 
written, to permit subsidized air carriers to retain their capital gains for purposes 
of reinvestment in flight equipment. He maintains that Government recapture 
of subsidized carriers’ capital gains from sale of flight equipment is required as a 
“matter of law.” This proceeding has been pending since April 6, 1956, and a 
decision still appears to be many months away. Further, the entire posture of the 
proceeding offers little or no encouragement toward an adequate ultimate solution 
to the pressing problem facing the subsidized air carriers today. 

In the light of this background, I should like to discuss the merits of the pro- 
posed capital gains legislation, first, in terms of the task which Pan American faces 
in its endeavor “to maintain and continue the development of air transportation to 
the extent and of the character and quality required for the commerce of the 
United States, the postal service, and the national defense” and what it needs to 
do this. Secondly, the relationship between such legislation and the Board’s 
ratemaking principles deserves explanation. A third consideration is the prob- 
lem of inflation, and, as a final matter, some comment appears necessary on 
specific arguments which have been advanced against the type of legislation here 
under consideration. 

I. As of June 30, 1956, PAA had firm contracts to purchase 17 DC-7C aircraft 
and 44 Boeing and Douglas jet aircraft, at a total cost, including spares, of 
$316 million. Delivery of the last DC-7C was made in May 1957; delivery of the 
last jet aircraft is scheduled for November 1960. The magnitude of this pro- 
gram is evident from the fact, that, as of March 31, 1957, even after all but two 
of the DC~7C’s had been delivered, the total book value of all Pan American’s 
flight equipment was only $143,973,000. 

PAA’s leadership in ordering jet aircraft has been praised by many high Gov- 
ernment officials, including the Secretary of the Air Force, former CAB Chair- 
man Rizley, the Under Secretary of Defense, and the Secretary of Commerce. 
The statements of these officials are annexed to this statement as appendix A. 
We reached the decision to order such aircraft at the earliest possible date for 
many reasons. They will provide a substantial improvement in service to the 
public. They will, we believe, bring about a reduction in unit cost of operation 
and in fares to the public, which will broaden the market and should eventually 
lead to freedom from subsidy. 

In support of our opinion that the aircraft on order will reduce unit cost 
of operation, I would like to give to the Committee some historical figures. In 
1947 Pan American’s cost per available and revenue ton-mile, for all divisions, 
was 45.2 cents and 80.6 cents respectively. In 1955 when for all practical purposes 
there had been a complete replacement of fleet, Pan American’s cost of opera- 
tion per available and revenue ton-mile was 37.0 cents and 58.1 cents respectively. 
During this period, of course, there was extreme inflation, and it is therefore ap- 
propriate to adjust these figures to a 1947 dollar basis. On this basis, Pan Amer- 
iean’s cost in 1955 was 30.9 cents per available ton-mile and 48.4 cents per revenue 
ton mile as compared to 1947 costs of 45.2 cents and 80.6 cents respectively. 
While we can only estimate the cost of operation of aircraft not yet in service, 
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our studies indicate that the jet aircraft which Pan American has on order will 
bring about further reductions in unit cost of operation. 

We also know that the new aircraft will make a tremendous contribution to 
the national defense. Each modern aircraft added to the fleets of subsidized 
carriers reduces the number of transport aircraft required by the Defense Estab- 
lishment. Another very important reason for Pan American’s ordering its new 
aircraft was to maintain Pan American’s competitive position against foreign 
flag airlines, which is not only in the overall national interest, but serves to keep 
our subsidy requirements at a minimum, Throughout the world we must com- 
pete with major world airlines which are going to put jets into operation whether 
the American carriers do so or not. The British-flag carrier, BOAC, would al- 
ready have been operating jet across the Atlantic had it not been for their un- 
fortunate experience with the Comet. On the basis of the best information avail- 
able to us, we have endeavored to determine the competitive impact of new flight 
equipment to be delivered to our competitors during a 2-year period ending Septem- 
ber 30, 1958. For carriers operating in the Atlantic area there will be deliveries 
of some 90 new long-range aircraft of various types. In the Pacile area our com- 
petitors will have some 65 new such aircraft, and in Latin America some 71. We 
do not know exactly the number of all these aircraft which will be used in direct 
competition with Pan American, but it is reasonably certain that a substantial 
portion will be, and the potential additional capacity is certainly great. If Amer- 
ican-flag carriers are to retain their position of leadership in international air 
transportation, it is obvious that all of them, including the subsidized carriers, 
must be placed in a position to carry out, under conservative financial structures, 
their reequipment commitments. 

We have, of course, given careful and serious consideration to the source of 
funds for our reequipment program. Part of the money will come from retained 
earnings; another part from depreciation accruals; another source of funds on 
which we have placed reliance is proceeds from the sale of equipment which 
would be available to us with passage of the proposed legislation. But this will 
still leave us with a large amount of money to be raised through new financing. 

Even if Pan American is permitted to retain all the capital gains expected 
from the retirement of flight equipment, we will still need, over and above 
present capital, $125 million of new money to cover our total needs during the 
1957-60 period. If capital gains were to be recaptured, as now proposed by 
the Board’s staff, our requirement for new capital would be increased to 
$151,500,000. 

Even the smaller of these two amounts is a financing of very large scope. To 
raise it all by borrowing would mean that, as of December 31, 1960, our capital 
structure would consist of 55 percent in debt versus 45 percent in equity. 

The Board itself has regarded a high ratio of debt to equity as undesirable. 
The reasons were well stated by the Board, in the Robinson Airlines Case, 
in 1952: 

“We have been advised that Robinson is in the process of altering its capital 
structure by conversion of debenture bonds to equity capital. The carrier is to 
be commended for this action. We are convinced that primary reliance on equity 
capital rather than debt is desirable for both local-service and trunk carriers. 
Transportation as a whole, and air transportation in particular, as we have seen 
in the not-too-distant past, is subject to sharp contractions during the recession 
phase of the business cycle. During such periods, a capital structure which in- 
cludes extensive reliance on debt, with its fixed obligations that must be met 
when due, inevitably places the carrier in jeopardy of bankruptcy. Such risks 
are substantially reduced when the carrier is soundly financed with equity securi- 
ties ; for equity capital, with its freedom from fixed charges, will act as a cushion 
against economic adversity. Moreover, the airline industry characteristically 
is one with a relatively small permanent capital investment in comparison with 
nontransport utilities. The largest share of its capital is invested in assets hav- 
ing a high rate of technological obsolescense. These characteristics contribute to 
the lesser desirability of reliance on debt as compared with commonstock financing 
for both fixed-capital and working-capital requirements” (15 CAB 940, 941). 

Let me put this into concrete terms, so far as Pan American is concerned. If 
Pan American were to rely only on debt capital for all its additional capital re- 
quirements, assuming it were permitted to retain its capital gains, it would owe 
$205 million at December 31, 1960. At an estimated interest rate of 4%4 percent 
for new capital this would mean interest expense of $8,775,000 a year, without 
regard to debt amortization obligations which will depend on the terms of the 


loan agreements. 
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There are several factors which must be considered in arriving at a proper 
debt-equity ratio. 

First, is the carrier’s operation ratio—that is, the relationship of its operating 
expenses to its operating revenues. This is important because it tells us how 
much revenues could decrease, or expenses increase, without putting the carrier 
in a loss position. Appendix B which is attached to this statement shows that 
Pan American’s operating ratio was 95 percent in 1955, and that a decrease of 
revenues of 5.3 percent, or an increase in expenses of 5.6 percent would have 
wiped out its entire operating profit. In almost all other postwar years, Pan 
American’s operating ratio was even higher. 

It is pertinent, next, to consider the risk that such a decrease in revenues or 
increase in expenses might incur. We are all aware, I am sure, of the constant 
pressure of inflationary forces. Thus far, many of our airlines have been able 
to date to cope with them through increased volumes of business and improved 
flight equipment and efficiency. However, although we have high hopes for a con- 
tinued growth in traffic and revenues, we cannot assume that such growth will 
continue to be sufficient to offset the year-to-year inflationary forces which in- 
crease expenses. We know that the growth sometimes develops unevenly and 
sometimes not at all. There is great risk, particularly in the international field, 
that in a given year or period of years, revenues may be stagnant, or even decline. 
For example the recent crisis in the Middle East had the effect of curtailing 
travel to that area and to some extent reduced travel to Western Europe and 
possibly to the Far East. 

Bven aside from international uncertainties, many other factors could inter- 
rupt the anticipated growth of traffic. There is vigorous competition over all 
routes—there are 14 scheduled transatiantic airlines from the United States— 
fi airlines operating in the Caribbean and South America of which 31 operate 
to the United States—and there is a constant increase in the strength of our 
competition. The United States has also entered into a number of bilateral air 
agreements authorizing additional foreign-flag competition which has not yet 
been implemented in various areas, and more may be in prospect. In the past 
year, at least, American-flag carriers have been a very limited beneficiary under 
any air agreement signed with a foreign government. We are faced with the 
covstant risk that our Government may accede to additional requests for new 
foreign airline services on United States trade routes, without commensurate 
improvement in traffic opportunities for United States carriers. Current and 
anticipated expansion of foreign-flag competition is made even more serious 
because of the restrictive attitudes with which some foreign governments view 
our carriers’ international operations, and the limitations and restrictions which 
they have placed upon our services. A very large part of the international air 
transportation business is pleasure travel, and such travel would be an early 
casualty of a business recession. No matter how optimistic we may be for the 
long future, clearly we must face the prospect that in any given year or period 
of years traffic may remain level or decline. 

For all these reasons, I believe that subsidized carriers must exereise con- 
servatism in building their capital structures to take care of their new flight 
equipment requirements. To this purpose, the adoption of the legislation here 
being considered is sorely needed. I believe that sound Government policies 
should not force any subsidized carrier to rely on debt for more than 45 percent 
of its total capitalization, that even this should continue only for short periods 
immediately following equipment deliveries and that the goal should be to 
have in debt not over 40 perment of total capital and perhaps even less. 

Let me turn to the situation which Pan American would face if it were to 
he deprived of its capital gains. In that event, based on our best estimate at 
the moment, our equity base would be reduced by $26,500,000 and our need for 
new capital would be increased by a like amount. If all new capital were 
to come through borrowing, it would mean a capital structure of 62 percent debt 
and only 38 percent equity. I have grave doubt that Pan American could bor- 
row all this money except, possibly, under very onerous terms, and I am con- 
vinced that it would be undesirable for it to be required to do so, 

Subsidized carriers must have reeourse to the equity capital markets, With 
capital gains available to buy new equipment, the amount of additional equity 
capital to be raised would be manageable. Without such gains, the amount 
of new equity capital required would be beyond reach of the carriers. 

In considering our ability toe raise equity capital I must refer to another 
factor about which more will be said later—namely, the problem created by the 
consistent whittling away at the earnings potential of subsidized carriers. I 
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must emphasize at this point that terrific damage has been done to all sub- 
sidized carriers by the CAB’s imposition of a 7-percent return on investment 
ceiling, and its disallowance policy, applicable in determining rates for review 
periods. When security analysts look at a record of earnings, they do not, and, 
indeed, cannot distinguish between these past periods when in theory the 
earrier had riskless operation and therefore could be content with a lower rate 
of return, and future periods. They simply see the startling contrast between 
general talk of 8-percent or 9-percent returns for subsidized carriers and the 
realities. They are not comforted, as they may have been at one time, by 
reading section 406 (b). The Board itself showed why when it said back in 
1942 : 

“* * * we would be blind to the realities if we did not recognize the fact that 
many investors will refuse to place unlimited reliance upon statutory provisions 
the implementation of which must depend upon an administrative body which 
acts within a range of discretion. Investors will be cognizant of the fact that 
legislative policy with respect to a rapidly developing industry is subject to 
change, and that the policy of the administrative agency may likewise change 
with varying economic conditions or with the varying personnel of the agency. 
These are realities of the investing world; and they often constitute a greater 
influence upon the investor's attitude than does newly established Government 
policy which may offer assurances regarded as more theoretical than real’ 
(3.C. A. B. 323, 388). 

Another factor which has an important bearing on a company’s ability to 
sell stock on fair terms is the relationship between the market value and book 
value of the stock. It is a fundamental rule of public utility rate regulation 
that public utilities must be able to sell additional capital without diluting the 
value of the shares already outstanding. Since certain expenses are involved 
in a stock issue, and since any new issue must, for practical reasons, be priced 
somewhat below the market, it is a good rule of thumb that stock must sell 
on the market at no less than 115 percent of book value for the company to be 
able to net book value on a new issue. 

How does Pan American make out, on this test? For a period of almost 10 
years, Pan American stock has, except for scattered months in the last 2 years, 
continuously sold below book value. During a large portion of this period it sold 
at less than two-thirds of book value. As compared with a December 31, 1956, 
book value of $19.64 per share (without reflecting the added book value of its 
equity in affiliates), it is currently selling at approximately $15. 

The position of the nonsubsidized carriers is altogether different, as shown 
by appendix C atached to this statement. In the case of every one of these 
earriers, market price of stock has been well above book value. In the case 
of the larger airlines, this has been the case almost continuously for 6 years. 

In the light of all these circumstances, it is clear that Pan American already 
has a tough job to raise on fair terms the additional equity capital which it 
ought to raise to maintain a minimum debt-equity ratio, assuming that it is 
allowed to retain gains on the sale of flight equipment. To refuse to permit the 
subsidized carriers to retain capital gains to help meet the cost of re-equipping 
would make prospects of equity financing practically hopeless. 

The first effect of depriving the subsidized carriers of capital gains would be 
that requirements for new equity capital would increase, both because total need 
for new capital would increase and because such a carrier would have a smaller 
equity base to support additional borrowing. Further, the subsidized carrier’s 
earnings—and its prospect of better earnings in the future—would be adversely 
affected. 

It is also necessary to consider the carrier’s ability to finance—and this ap- 
plies to debt as well as equity—not just as an abstract proposition, but in the 
light of its situation relative to other major airlines. Pan American, for example, 
competes with many other carriers not only in actual operation, but in the capital 
markets as well. The nonsubsidized carriers are permitted to retain capital 
gains from the sale of equipment, to help purchase new equipment, and for the 
general benefit of their operations. Unless a subsidized carrier is also permitted 
to retain capital gains, for equipment replacement, it is at a double disadvantage. 
First, from the standpoint of equity capital, the nonsubsidized carrier reports 
capital gains on its profit and loss statement, thus swelling its earnings, and 
improving the attractiveness of its equity securities, which in the final analysis 
is reflected in market prices and the prices at which equity securitics may be 
issued to investors. Secondly, in the debt capital market, the unquestioned right 
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of retention of capital gains by a nonsubsidized carrier makes the nonsubsidized 
carrier more attractive as a borrower than the subsidized carrier. 

To illustrate this point, a nonsubsidized carrier, seeking a loan for its equip- 
ment program, approaches the banker with all of its assets under its control and 
available to secure loans required to finance new equipment programs. It ad- 
vises the banker that it has “x” number of aircraft on its books which, after 
depreciation reserves, have a value of $1 million. The nonsubsidized carrier also 
tells its banker that when the new equipment which it is planning to purchase 
and to finance is ready for delivery, it will sell the “x” number of old aircraft, 
which sale will produce $3 million of capital gains after taxes, and that this 
will be available to aid in the purchase of the new aircraft on order. Such sale 
would result in an increase in the nonsubsidized carrier’s equity, and would 
improve materially its attractiveness as a credit risk. 

Without the legislation here being considered, the subsidized carriers, in con- 
trast, would not be able to retain any of the benefits which would be realized by 
the sale of their aircraft. Such a situation would raise doubt as to whether, 
first, the subsidized carriers will be able to raise the equity capital and secondarly, 
if borrowed capital could be obtained, whether the agreements which the sub- 
sidized carriers make from the standpoint of repayment, restrictions on debt, 
interest rate, and other covenants, will not be substantially more restrictive 
than those which would be obtained by the nonsubsidized carrier. 

I do not believe that the intent of the Civil Aeronautics Act was to provide 
advantages to nonsubsidized carriers which are not available to subsidized 
earriers. Carriers which require subsidy are not in this position by choice or 
by fault, but only because the routes over which they operate are not sufficiently 
strong to be self-supporting. In many instances, and particularly in Pan 
American’s case, the subsidy is required primarily to support routes of a 
national interest character. 

II. What the use of capital gains for the purpose of reducing subsidy actually 
means, in reality, is a reduction in realized rate of return. For that reason it 
is pertinent to review the trend of the Board’s rate of return decision. Such 
review shows that the Board has constantly been reducing the realized rate of 
return, both (@) by reducing the theoretically allowed rates, and (0) even more 
so, by its method of applying them. 

(a) The first step in reduction of the theoretically allowed rate of return was 
the decision by the Civil Aeronautics Board, in 1947, to reduce the rate for past 
periods from 10 to 7 percent. There never was any evidentiary basis for the 
7 percent and the premise on which the whole idea of a lower rate of return for 
past periods was based; namely that such operations were conducted without 
risk, is one that all subsidized carriers have come to learn was pure fiction. The 
next step was the Board’s decision, in 1954, to reduce the rate of return on 
international operations for future periods from 10 to 9 percent. 

The effect of these reductions in allowed rate of return has been compounded 
in Pan American’s case by the fact that the great bulk of Pan American’s 
rates since the end of World War II have been fixed retroactively on the past- 
period basis, with the theoretically allowed 7 percent rate of return. 

(b) A second development which has drastically reduced the earnings of sub- 
sidized carriers has been the disallowance technique employed by the Board and 
its staff. This has been particularly serious in past period ratemaking but to 
some extent this enters into future period ratemaking as well. Most of these 
disallowances are not based on demonstrated inefficiency in the common sense, 
as to which no one would quarrel, but on a substitution of the judgment of the 
rate staff, after the fact, for that of the carrier at the time the expenses were 
actually incurred. While disallowances for selling expense, excess capacity, all 
eargo service and similar matters, have reduced Pan American’s earnings by 
millions of dollars since the war, I want to emphasize that other companies 
have fared as badly and in many cases even worse, on a relative basis. 

(c) A third development which has reduced the realized return of subsidized 
airlines is the Board’s exclusion from the investment base of items essential for 
the performance of the carrier’s public responsibilities. The Board stated in its 
opinion, order No. E-8833 in docket No. 1706 et al., that “the rate (9 percent) 
provides a return on common stock of over 13 percent which should be sufficient, 
in view of the limited risks assumed by the carriers, to permit them to secure 
any necessary equity financing.” This rate of 9 percent. was constructed on the 
basis of the total earnings and total investment of the Big Four domestie trunk- 
lines. However, the investment base used by the Board in determining future 
subsidy is in most cases not the total investment of the subsidized carrier. 
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One of the primary items eliminated by the Board in arriving at the invest- 
ment base for subsidy determination is the deposits made by carriers against 
purchase of new flight equipment. This practice is most significant to PAA, 
particularly in the years 1954 and following, in which PAA has been required 
to make substantial deposits on new flight equipment. As of March 31, 1957, 
such deposits totaled $21 million which under present Civil Aeronautics Board 
policy is excluded from the investment base for return purposes. Under such 
circumstances it is practically impossible for a subsidized carrier to realize a 
reasonable return on its invested capital. 

Attached to my prepared statement as appendix D are tabulations which show 
the Board’s rate of return and deduction and exclusion practices have meant 
in Pan American’s return on investment since 1951, as compared with the return 
realized by nonsubsidized carriers. I should point out that the return shown 
for Pan American for 1954, 7.96 percent is still not finalized, and that, based on 
past experience, I am sure the Board’s staff will urge that this should be 
reduced. Although this is not shown by the table, in no year from 1946 through 
1950, when virtually all Pan American’s rates were fixed on a past-period basis, 
did PAA earn as much as 4 percent. 

A new adverse development in the Board’s administration of the subsidy pro- 
visions of the act occurred in October 1956, when the Board reopened Pan 
American’s permanent rate only 9 months after it was first established after all 
these years, and before Pan American had even come close to attaining the 
9-percent rate of return from operations which the rate was supposed to afford 
an opportunity to earn. It had been the Board’s previous consistent policy to 
permit carriers to exceed the estimated rate of return by a considerable margin 
and for a considerable period before reopening rates—doubtless on the basis 
that the estimated rate of return was an average which could be realized only 
if it were exceeded at times. This recent reopening indicates that the Board, or, 
at least, the rate staff may have changed, adversely to subsidized carriers, the 
basic philosophy as to how much subsidized carriers may earn. If rates are 
to be reopened whenever a carrier slightly exceeds the rate of return believed 
to be proper, this is no longer an average, which the carrier could hope to 
achieve over a long enough period, but a ceiling, always out of reach. 

I have gone into al lof this, not because the merits of the Board’s rate policies 
would in any way be affected by the proposed capital gains legislation, but be- 
cause it is vital to realize that the picture, sought to be presented by some, of 
subsidized carriers regularly earning 8 or 9 percent as a result of subsidy and 
seeking to retain large capital gains in addition, bears no relation to reality. 

The plain, unvarnished truth is that far from being guaranteed any 8- or 9- 
percent rate of return, as was so freely talked about in Jast summer’s hearings 
on similar legislation, the subsidized carriers would not, under the Board's 
present policies, have even a remote chance of earning the returns which the 
Board itself has found to be reasonable, unless they were permitted to retain 
gains on the sale of flight equipment, as they always have been permitted in 
closed future rate periods up to this time. While it is doubtful whether even 
this would permit the subsidized carriers to realize the rates of return which 
the Board has stated that they ought to have, certainly the Congress should 
promptly assure that nothing be done to seal off this one remaining possibility 
ef achieving the rate of return which the Board itself professes to regard as 
reasonable in future rate periods—much less of earning this return plus capita! 
gains, which the Board for future rate periods has heretofore considered proper. 

Ill. These factors, which I have discussed thus far, alone necessitate enact- 
ment of the legislation here under consideration. However, another and wholly 
separate factor of great significance compels this same conclusion. I refer to 
the spiral of inflation which, since World War II, has caused such tremendous 
increases in the cost of aircraft. Data with respect to this are contained in the 
attached appendix E. 

The table on page 1 concerning ‘Inflation of aircraft prices as indicated by 
increases in wages rates” shows that the average wage rate paid by the air- 
frame manufacturing industry increased 83.1 percent from 1946 to 1956. The 
table on page 7 of appendix E shows that the cost per pound of airframe has 
more than doubled. 

This inflation has had a dual effect. One result has been that the reserves 
accumulated through depreciation of equipment already owned are wholly in- 
adequate to cover the cost of the new aircraft on order. Even if a carrier were 
to replace airplane for airplane, with no change in type, the new airplane would 
require the investment of additional new capital. A second significant conse- 
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quence is that this same inflation has produced most of the capital gains. This 
is shown on pages 2 through 6 inclusive of appendix E. Page 2 shows, for 
example, that approximately 90 percent of the capital gains realized from the 
sale of Lockheed 049 aircraft in 1955 was related to inflation. It should be 
noted, in this connection, that we have measured inflation, for the purpose of 
that page, by wage-rate increases, and wages have gone up less than the total 
cost per pound of airframe. 

To permit subsidized air carriers to retain capital gains, therefore, would 
merely enable such carriers to maintain themselves in relatively the same posi- 
tion they would have been in had there been no inflation. The fact of the mat- 
ter is that the services rendered by the subsidized carriers during the last half 
dozen years have been accomplished with aircraft of values greatly in excess 
of the values recognized by the Board for depreciation and investment purposes. 
Had these values been recognized, subsidy would have had to be greatly in- 
creased to provide for depreciation and the return element in subsidy. 

IV. I would like to comment finally on the only three substantive arguments 
which, so far as I know, have been used in opposition to the type of legislation 
embodied in 8. 1753 and to deprive subsidized carriers of their capital gains. 

(a) The first argument is that the carrier’s “need” is adequately met by 
rate of return on whatever investment base is recognized and that capital gains 
are therefore in the nature of a “windfall.” Catchwords like “windfall” are 
only an easy and false substitute for true analysis. I have already shown that 
the rate of return talked of by the Board is purely theoretical. Moreover, the 
rates of return for future periods heretofore have been established by the 
Board, contemplating that the Government will not use capital gains to offset 
subsidy requirements. The application of capital gains to reduce subsidy is, 
in effect, a procedure whereby the return found to be reasonable by the Board 
is actually reduced. 

The need for capital is something, not for the far-off future, but for the im- 
mediate present. The carriers need, therefore. to retain capital gains in addi- 
tion to adequate operating earnings, for two purposes—(1) to hold to a reason- 
able and attainable level the amount of additional equity capital required, and 
(2) to have a profit picture which will bring the market price of their stock to 
a level where investors can be induced to purchase a new equity security at 
a price which will net not less than book value. For the year 1956, Pan Ameri- 
can for example had earnings excluding capital gains of 7.2 percent on total 
investment and including capital gains of 9.3 percent yet the stock is selling 
well below book value today. Plainly, therefore, something better than this is 
needed if subsidized carriers are to raise equity capital on fair terms. 

(b) The second argument is that capital gains should be offset against subsidy 
to avoid a duplicate allowance for depreciation. To my mind this is a real 
“red herring,” and has nothing at all to do with the issue. The question is merely 
whether the subsidized carriers should be allowed to retain their capital gains 
in order to accomplish the objectives of the act—not whether one detailed num- 
ber out of the hundreds that go into the computation of subsidy by the Civil 
Aeronautics Board has been “correct.” However, the depreciation argument 
has been made so often that it is worth while to point out some of the errors 
it contains. 

I have already developed the first of these. Retention of gains on the sale of 
flight equipment, far from constituting a double recovery of depreciation, is 
simply making the carriers whole for the inadequate depreciation which the 
Board has allowed on the real value of their flight equipment. The allowance 
for depreciation has been not overly generous, but utterly inadequate. Retention 
of capital gains will correct for this, although not for the failure to recognize 
the real value of the investment on which a return should have been allowed. 

Subsidy paid to air carriers has in no way been responsible for capital gains 
which have been or may be realized. Subsidy is determined on the basis of the 
need of the carrier after considering all elements of revenue, expense, and 
investment and is not provided to cover a specific expense item such as deprecia- 
tion. To single out depreciation for retroactive adjustment by recapture of 
capital gains overlooks the many other elements which go into the determination 
of subsidy and which may vary from the original estimates made by the Board 
in determining carriers’ need. Actually, in the case of Pan American, in the 
last 2 years, commercial revenues have more than met operating expenses 
including depreciation, and the subsidy has been required only to provide a re- 
turn on investment. 
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A third error lies in picking out this one item which goes into an estimate 
of subsidy and insisting that it provides an excuse for confiscation of capital 
gains to reduce subsidy, whereas no correction is proposed or available to the 
earrier if its subsidy turns out to be inadequate. Let me give a few examples: 
The Board has consistently refused, in forecasting subsidy, to make any allow- 
ance for increases in such items as labor costs, fuel costs, airport charges, etc., 
not yet reflected in signed agreements, even though definitely known to be in 
prospect in the period for which subsidy is being determined. Operations by 
subsidized carriers are carried on with all economic risks being borne by the 
carriers. If the subsidy provided proves to be insufficient, the risk of loss or 
meager return remains in the carrier. There is no provision in the Civil Aero- 
nautics Board’s policy for adjusting upward retroactively the carrier’s subsidy 
in case of loss or insufficient return under closed rates. 

(c) A third argument has been advanced by some to the effect that the pro- 
visions of the Civil Aeronautics Act guarantees air carriers economic success 
and that if a carrier suffers operating losses and has a greater “need” it can 
reopen its rate and seek additional subsidy. This naive assertion would be re- 
lated, at most only to a case in which a carrier is operating under a closed rate. 
Unfortunately such situations have been extremely limited. For example, 
indeed, since the war the only period during which all of Pan American's rates 
were closed in advance was from January 1, 1955, through September 30, 1956. 
Even this rate was not established until the end of 1955, and it was reopened 
by the Board as of October 1, 1956, only 9 months later. There is no indication 
as to when it will be closed. It should perhaps be added that a carrier on a 
temporary rate is in an utterly helpless position, since not only does the carrier 
not have any control over the proceeding, but the Board’s temporary mail pay 
policy provides subsidy only to the extent necessary to meet operating break-even 
need—and interest is not considered an operating expense. How carriers are 
expected to raise large amounts of new capital under policies which for long 
“open” periods provide them with inadequate earnings or even with deficits, is 
beyond comprehension. 

Even when the carrier is operating under a final rate, so that it is technically 
possible to open the rate, the same factors outlined above would make the car- 
rier most reluctant to do so. Opening a rate is a long way, in fact, from the 
avenue to adequate earnings which those advancing such argument would have 
you believe. Generally speaking, subsidized carriers would not move to reopen 
any final rate unless earnings fell far below the 8- or 9-percent return theoreti- 
cally provided and there were no prospect of an improvement in the foreseeable 
future. The soundness of such a judgment is fully supported by the fact that 
even though earnings under closed rates have not been adequate, earnings during 
periods of open rates have been much less adequate. 

There was, of course, another line of quite unfortunately misinformed attack 
against the similar bill last year. It was regrettably based upon misinforma- 
tion concerning what carriers would be principal beneficiaries under the bill 
and in what proportions. That argument merely served to do the entire sub- 
sidized airline industry grave injustice. Let me emphasize that the present 
bill has the support of the entire United States air transport industry, subsidized 
and nonsubsidized. We trust that revival of any such debate will be recog- 
nized as quite inappropriate merely in reflection upon two simple facts: 

1. The bill would have no effect upon or relevancy to capital gains transac- 
tions prior to January 1, 1956. Accordingly, Pan American’s history of its 
equipment transactions in developing and continuously improving its fleet over 
the years is not affected by this bill. Not one red cent of capital gains which 
were taken from Pan American during any period prior to 1956 would ever be 
restored to Pan American under the legislation proposed. 

2. Any statistical summary of the industry's capital gains during periods prior 
to 1956 provides no index of what carriers will be affected by the bill, or in 
what proportions. If subsidized carriers which sold surplus equipment had been 
on closed rates during the period, their capital gains would not have been 
deducted from subsidy under the Board’s past policy. Some carriers were in 
this position and retained their gains from sales of flight equipment. Others 
were on open rates and, if so. had their capital gains confiscated. Others had 
no equipment of any significance to dispose of, so naturally they had no gains. 
Pan American, for example, due to its early origin, as well as advancing tech- 
nological necessity, has already gone through a series of successive reequipment 
programs. As for other companies, particularly the local-service carriers, they 
are of more recent origin and have been and are, by and large, using outdated 
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DC-3 equipment, searching vainly for a suitable replacement. It is only re- 
cently that possible replacements are coming into being for the first time. These 
earriers are now facing their reequipment financing problems. Thus, the past 
record is of no relevance in determining who will benefit from the legislation in 
the future. All carriers should be put on the same footing, with the right to 
dispose of equipment when prudence dictates and to retain the profits to reinvest 
in new equipment regardless of whether they may happen to be on closed rates 
or not. All subsidized airlines, including the entire local service airline system, 
the Territorial carriers, helicopter operators, as well as the subsidized trunkline 
earriers, face this problem. They now need, and seek opportunity to apply 
toward the purchase of new and more efficient equipment, the funds which they 
may derive from disposition of obsolete and less modern equipment. All these 
carriers have an interest—a great interest—in this bill. 

In conclusion, and by way of summary of the reasons which I have endeavored 
to outline, Pan American World Airways, Inc., supports S. 1753, because: 

1. The tremendous reequipment requirements immediately facing the airline 
industry, present financial and financing problems for subsidized air carriers, 
which the confiscation of capital gains from retirement of present equipment 
prejudices very critically. 

2. Under the present policies employed by the CAB, in arriving at the subsidy 
need of air carriers, a realized rate of return on investment of 8 or 9 percent 
is a fantasy which cannot possibly be attained. This lack of adequate earnings 
makes almost impossible equity financing under reasonable terms, which under 
most public utility regulation would mean that earnings should be sufficient to 
permit marketing of equity securities at prices which would yield book value or 
better. 

3. The impact of inflation requires that the carriers be permitted to retain 
capital gains merely as a means of keeping them in the same relative position in 
which they would have been had there been no inflationary spiral affecting the 
costs of purchasing new aircraft. 

4. The allegations, advanced by some, that a subsidized air earrier’s “need” 
is fully or adequately met by its allowed rate of return, or that retention of 
capital gains would constitute a double allowance for depreciation on flight 
equipment, or that in any event sufficient relief lies in opportunity to reopen rates, 
are from any economic sense all pure fiction. 

I wish to thank you, Mr. Chairman, and the other members of the committee 
for this opportunity to set forth our views. 


APPENDIx A 


STATEMENTS OF GOVERNMENT OFFICIALS COMMENDING PAN AMERICAN’S ORDERS FOR 
JET ATRCRAFT : 


Donald A. Quarles, Secretary of the Air Force 


“T am delighted to learn that the Boeing and Douglas Cos, teamed up with 
Pratt & Whitney Aircraft have contracted with Pan American World Airways 
to build and deliver to them a great fleet of modern, long-range jet transports 
capable of operating anywhere in the world. 

“These aircraft will use much of the technical knowledge which has resulted 
from our efforts to build superior air weapons as well as many engines and other 
aecessories which have been developed as part of our jet Air Force buildup. 

“Weare naturally pleased that. peaceful purposes will be served by these 
developments. 

“This large commercial order which follows satisfaction of our military re- 
quirements make three positive contributions to our efforts to maintain our Air 
Force at all times qualitatively superior through an age of peril. 

“1. The civil operator’s emphasis on capability coupled with our emphasis on 
performance will result in a better product at lower cost. 

“2. As each of these airplanes will become a part of the Civil Air Reserve fleet, 
our emergency lift capacity will be greatly increased at no cost to the Department 
of Defense. 

“3. These large orders just placed by Pan American will strengthen the air- 
frame, engine, and accessory industries on which we rely for the development and 
production of improved bombers and fighters. A strong and vigorous industry 
is essential to our national security. Commercial aircraft production properly 
planned will increase the competence and decrease the cost to our armed services 
of maintaining a dynamic aircraft industry.” 
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Ross Riziey, Chairman, CAB 

“Pan American’s pioneering-built jet transports will have a significant con- 
tribution to make to the commerce, the postal service, and the national defense 
of the United States. Pan American, Boeing, Douglas, and Pratt & Whitney are 
to be congratulated on ushering in the jet age and bring benefits of jet trans- 
portation to the public. Such implementation of congressional policy in develop- 
ing air transportation should now assure continued world leadership for the 
United States flag. 

“The magnitude of this order is best demonstrated by the fact that it is 
larger than the entire aircraft investment of all United States airlines in 1933, 
the year the Civil Aeronautics Act became law.” 


Reuben B. Robertson, Deputy Secretary of Defense 


“The Department of Defense is pleased to learn of Pan American World Air- 
ways’ decision to purchase a fleet of 45 jet transport aircraft from the Boeing 
Aircraft Co. and Douglas Aircraft to be powered by Pratt & Whitney jet turbine 
engines. 

“The three military services rely, as they have in the past, on the civil air 
carriers to supplement the available military transportation in times of emer- 
gency. These new fleets of jet transports will be a welcome addition to our 
reserve. 

“The great potential lift that these new ships provide as a result of their speed 
and range should make it possible to more effectively support our overseas 
forces at no added cost to the taxpayer.” 

Sinclair Weeks, Secretary of Commerce 

“The announcement that Pan American has placed orders with Boeing, Doug- 
las and Pratt & Whitney for $269 million worth of jet transport airplanes demon- 
strates faith in free enterprise and confidence in the future. In my opinion, 


this record order will strengthen the economy by creating employment in the 
aviation industry and by expanding world trade and travel.” 


APPENDIX B 


Comparison of composition of capital structure, operating ratio and capital 
turnover of Pan American and the domestic Big Four airlines, year 1955 
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APPENDIX C 


Analysis of common stock prices and average book values nonsubsidized 
carriers, 1951-56 


1951 1952 1953 1954 


OE  , —— 


American: 

I sere Os ae as ann Sita ae $13. $12. 25 $11. 

4 dw > 16. 75 15. 

Book value—average___-_-_.......-.-- . 16 6, 24 7. 
Capital: 

Low 


$11. 50 
22.63 
8.95 


8. 63 


38 
38 
53 
9. 88 50 
3. 75 5 27. 13 
93 
00 
50 
32 


8. 
3. 
2. 


@rmn 
to oro 


caine aera ante : 1 
Book valule—average._- iL c ; . 0% 1 
Delta: ! 
Low .. alae iiiiehie ada ieeabnionintt Ahcenaci tl F ‘ 20. 
High... Ptaslignicnces ‘ 32 
Book value— —average__- Sdinetd caihecheetantl 25. 
Eastern: | 
a a aS ; 20. 63 21. 63 
High... Le . 28. 38 40, 00 
Book value—average...........____- . 63 | 20. 11 22. 64 
“yaw 


14. 37 


19. 00 
31. 50 


26.17 


23a 


- ; ” 
ne 
on 


ciliatiemaeipiine ice cidaisenukhyaraned . 25 » 11. 13 12. 50 
ews a 49 AS . 25 | k 15. 50 27. 00 
Book value—average..._ badd | . . BE 14. 53 17. 45 
Calpe: 





D 21. 25 21. 13 

32. 25 38. 38 
Book value—average. Cebit te . 80 29. 34 
wae 








- okeet igeiitevap-oabich . 7E 8. 38 6 25 | 
High. a niin tecd telacateeiiies \ | 5. 63 | 12. 38 18. 25 | 
Book valuie—average_____ Le eedtet . 40 | 2.13 13. 38 








1 Bid/asked range, over te counter. 
Source: C. B. Dana Co., Bank and Quotation Record. Final CAB Form 41 reports 1950-56. 


Analysis of Pan American World Airways, Inc., capital stock prices and book 

value per share, 1951-56 

Sisk eteiacictenedaeie seed ‘ —|—— 

High Book value, Low High Book value- 
average average 


niente |__| —— — —-}| ——-_-___| -____-__- 


$13. 13 $14.95 || 1954.......-- $9. 38 $20. 38 $17. 68 
12. 00 8 65 || 1955... - 16. 63 22.00 | 18. 45 
11. 63 6. 57 } eo it 16. 50 | 21. 25 19. 12 
| 
Source: Company records, 
APPENDIX D 


Percent return on total investment for nonsubsidized carriers and Pan American 
World Airways for the years 1951-56 


[Percent] 


Nonsubsidized carriers Pan American World Airways 





Return Return 


On invest- On invest- 
Total re- | From cap- ment Total re- | From cap- ment 
turn on ital gains | excluding turn on ital gains | excluding 
in vest- on sale of capital in vest- on sale of capital 
ment flight gains on ment flight gains on 
equip- sale of equip- sale of 
ment flight ment flight 
equip- equip- 
ment ment 
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Pan American World Airways percent return on total investment for the years 
1951-56 


{In thousands] 


1951 1952 1952 | «61954 | S955 |S 1956 


Total net income after taxes and before interest 

expense.! $8,102 | $7,987 | $10,631 | $11,081 | $11,965 | $16, 090 
Capital gains on sale of flight equipment $2, 180 $2, 092 $3,029 | $2,119 $3, 518 $3, 480 
Average total investment ? ae $124, 809 |$122, 469 ($134, 582 |$139, 521 |$149, 741 | $182,077 
Percent return on average total investment 6.5 6.5 7.9 7.9 .0 8.8 
Perceat return from capital gains on sale of flight | | | 

equipment... | 1.7 | 2.5 2.3 1.5} 2.3 1.9 
Percent return on investment excluding capital | 

gains on sale of flight equipment : 4.8 | 4.0 5. 6 | 6.4 5.7 | 


| 


| Adjusted for out-of-period surplus entries to reflect actual for each year. 
2 Total investment is an annual average of long-term debt and equity as at Jan. 1 and Dee. : 


Source: CAB Form 41 Reports for the years 1950-56 and company records. 
APPENDIX E 


Inflation of aircraft prices as indicated by increases in airframe manufacturing 
industry wage rates, years 1946—56 


Airframe | Airframe 
manufactur- Wage rate manufactur- Wage rate 
ing industry | index | ing industry index 
average wage (1946= 100) average wage | (1946=100) 
rates | rates 


1 $1.5 100. 0 : - ~ 
109. 7 

118, 5 
125.0 
130. 6 | 
141.1 


nd GO RD 


amaate 
NPpnNrer 


} 


| 


! Obtained by ratio of 1946 to 1947 rates per hour in automotive manufacturing industry as 1946 airframe 
industry data not available. 


Source: Aircraft Industries Association, Washington, D. C. 


SUBSTANTIALLY ALL CAPITAL GAINS ARE A RESULT OF INCREASED COSTS OF PRO- 
DUCTION, AND TO AVOID CONFISCATION OF A CARRIER’S PROPERTY CAPITAL GAINS 
SHOULD BE TREATED AS AN OFFSET TO DEFICIENCY IN DEPRECIATION ALLOWANCE 


L-049 aircraft sold in 1955 


Sale price of L—049 aircraft, year 1955___. j $956, 000 
Less residual value as per books (10 percent residual plus $38,000 built-in overhaul) 113, 000 

Book profit : : .. 837,000 
Deduct capital gains tax. _. ‘ : 209, 000 


Net book profit 628, 000 


Adjustment for effect of increase in aircraft values due to rising costs as related to CA B depreciation 
allowances: 
ra | 
1946 cost | 1955 labor Difference 
basis index basis ! 


Cost of production $750, 000 $1, 313, 000 $563, 000 
Less residual value of 10 percent and $38,000 

built-in overhaul 113, 000 | 169, 000 56, 000 
Depreciable value 637, 000 | 1, 144, 000 507, 000 


Total increase in value due to increased costs or reduction in purchasing power of the dollar____ 563, 000 

Remainder of profit not directly related to cost increases under this formula .. 65,000 
Capitai gains related to cost inflation (percent) : sseatiaes 3 89. 65 
Capital gains related to other factors (percent) sick ais 10. 35 


Tete. ..1.... ‘3 P g on 010. 00 


! Based on increased airframe manufacturing industry average wage rate index of 175. 
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L-049 aircraft sold in 1953 


























Sale price of 1-049 aircraft, year 1903. ..........-.- ss: 06.222. - ee. J ..-.---- $716, 000 
Less residual value of 10 percent of cost and $38,000 built-in overhaul___-_-_- <cu---- 113,000 
Book profit_________- SERS, ‘ secwaiesisblenessulpdcabeanaaiiche ae ielenianane casi, ak trae _...-. 603,000 
Deduct capital gains tax. _____.__.__._.-.---- eae pero re as oss erie t= 24 ag aa _ 157, 000 
a SO oe ea bene bnanh denen anes é 5 ees oo 446, 000 
Adjustment for effect of increase in aircraft values due to rising costs as related to OA AB a acetal 
tion allowances: 
1946 cost 1955 labor Difference 
basis index basis ' 
Cost of production_________.___- $750, 000 $1, 204, 000 $454, 000 
Less residual value of 10 percent and $38,000 built- 
A lic ricerca tencwuwdioass Sit 113, 000 158, 000 45, 000 
2 ee eee 637, 000 1, 046, 000 409, 000 
Total increase in value due to increased costs or reduction in purchasing power of the dollar-_____-- 454,000 
Amount not directly related to cost increases under this formula. -.-_.-..._.-....---- hs (8, 000) 
Capital gains related to cost inflation (percent) ..............-....-..--.--.--- aise deal “101. 78 
Capital gains related to other factors (percent) __.............--..-.--.--_-- $rSi. 2 RIL (1. 79) 
Dee en eee noe i ancmnackinnasciinwe nies whee 100. 00 
! Based on increased airframe manufacturing industry average wage rate index of 160.5. 
Modified DC-4 war surplus aircraft sold in January 1955 
Sale price of DC—4 in January 1955 __- ; scinaniel ‘ . 1$407, 000 
Less residual value and built-in overhaul used by Pan American a 60, 000 
Book profit - peucvaceidcessstidebeoatan tte0<-- =. ieee bis2 ‘347, 000 
Deduct capital gains tax- Bisicccseagesse PE shie hia lg sadn dnwile Mewar ntidtcabad at ceca 90, 000 
SCTE rts ee ree ee Lr ie ee ae aE ae .. 257,000 
Adjustment for effect of increase in aircraft values due to rising costs as related to CAB depreciation 
lowarnces: 
iS 
1/1947 purchase; 1954 labor 
PAA book | index basis? | Difference 
basis 
Cost of production _- 2 $474, 000 $725, 000 $251, 000 
Less residual value and built-in overhaul used 
or ams Ma a ss ke 60, 000 92, 000 32, 000 
EIS WO a a icteric nts ancnn sawien 414, 000 633, 000 219, 000 
Total increase in value due to increased costs or reduction in purchasing power of dollar --.-._- 251, 000 
Amount not directly related to cost increases under this formula_-__........._.-.-..-------- 6, 000 
Capital gains related to cost inflation (percent). ._..................----------------s22-eeee seen 97.67 
Capital gains related to other factors (percent) -.............-.-..------------------.-------.--.--- 2. 33 
MEER STS Si GES a Rs an ee aaa a mee. YO 


1 Sold to Avianca in January 1955. 
2 Pan American’s cost in March 1947 plus modifications. 


3 Based on increased airframe manufacturing industry average wage rates, 1954 equals 152.94 percent of 
1947. 
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DO-4 aircraft sold in 1956 


Estimated sale price of DC-4 in 1956 
Less: Residual value and built-in overhaul 


ih otetindgnDhda0~susadhdscctddhinntcnccnbaattbdoie aupihenetones simatienh aiid 
I Siri dicing dhs owinccnnccngyimin tpn sncnunannanbas dail epepnimbinttneitls skal eonrey 


Net book profit 


Aon for ect of increase in aircraft values due to rising costs as related to CAB depreciation 
jowances: 


1946 cost 1955 labor Difference 
basis index basis ! 


Cost of production 2 $430, 000 $753, 000 $323, 000 
Less: Residual value of 10 percent. and. $17, 000 

built-in overhaul 60,000 92, 000 32, 000 
Depreciable value y 661, 000 291, 000 





Total increase in value due to increased costs or reduction in purchasing power of dollar___..__._.. 323,000 
Amount not directly related to cost increases under this formula 


Capital gains related to cost inflation (percent) 
Capital gains related to other factors (percent) ---_---- Leaph ab habicent-here t+ ater dtanta eatin dake 


Total (percent) 


! Based on increased airframe manufacturing industry average wage rate index of 175 for year 1955. 
Indications are that the index for 1956 will be higher although the figures are not yet available. 
2 Representative price for DC-4’s sold by manufacturer to the airlines in 1946, 


CV-240 aircraft sold in October 1954 


Sale price of CV-240 aircraft in October 1954___.........--.--.-.---.------- 2-2-2. sie a aa 1 $265, 000 
Less: Residual value and built-in overhaul used by Pan American 


NN a i dt en cncieonnns 
Deduct capital gains tax 


NOG ROUEE BOIS nobis can cecitinn<tenv cans ndoninihin qui Shad to ol aintetniiin sm Anis piaphipeshaada tambien 131, 000 


Adjustment for effect of increase in aircraft values due to rising costs as related to CAB depreciation allow- 
ances: 


1948 purchase| 1954 labor 
~— — index basis ? | Difference 
as: 


Cost of production $263, 000 $372, 000 $109, 000 
Less: Residual value and built-in overhaul used nr 

Pan American 88, 000 124, 000 36, 000 
COTA NU a oh onde ney ddocunntendbotoed 175, 000 248, 000 73, 000 


Total increase in value due to increased costs or reduction in purchasing power of the dollar 


Amount not directly related to cost increases under this formula. 


Capital gains related to cost inflation (percent) 
Capital gains related to other factors (percent) 


Total (percent) 


1 Sold to Varig in October 1954. 


oan on increased airframe manufacturing industry average wage rates—1954 equals 141.50 percent of 
1948, 


96134—57——-7 
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Cost per pound of airframe of first 4-motored aircraft of various types delivered 
to United States scheduled air carriers, 1946-56 






































| | | Manufac-' 
| | Cost of air-| turers’ Cost per 
Type , Date acquired Carrier | craft and 4| weight, | ~ pound 
engines! | empty 
| (pounds)? 
January 1946_____- Trans-World Airlimes_____.__- $718, 659 | 51, 000 $14. 09 
February 1946.....| National Airlines_............ 406,038 | 40, 000 10.15 
January 1947__.._- American Airlines... .....-. .| 3637,900 | 51,000 12. 51 
June 1947... Eastern Air Lines........_.__- | 631,259 | 58, 000 13. 00 
= do.__.....:....} Pan-American peypes sozezsh 803,476 | 58, 000 13. 85 
March 1949_.._.._.}.-._. do ..-| 1,465, 706 84, 000 17. 45 
March 1950_....__- ‘Frans-World Airlines - = 901, 767 65, 000 | 13. 87 
Agee 65). .....4... United Air Limes. _.._--....__- 940, 818 55, 000 | 17. 11 
November 1951..__} Eastern Air Lines. __.__..__._- 1, 256,478 | 75, 000 | 17. 95 
November 1953...__| American Airlines....-...._.._| 1,665,516 | 64, 000 | 26. 02 
aad do___..........| Eastern Air Lines saiecncananne} 1, 459, 578 70, 000 20. 85 
March 1955_.__.._- Trans-World Airlines... ...... 1, 956, 783 73, 000 | 26. 81 
May 1955. .-...--.- Pan American Airways--_-__- i 888,670 | 68, 000 | 27. 78 
April 1956.........|....- as ci | 2,247,557 73, 000 | 30.79 
1 From carriers’ CAB Form 41 and Form 2780 reports. 
2 From Aviation Week annual inventory edition. 
3 Adjusted for value of new CA-15 series engines. 
Commercial aircraft costs per pound, years 1946-55 
—+——________- toy 
Cost per Index | | Cost per Index 
pound (1946=100) f. pound =| (1946= 100) 
—_—__ -—_-_ - —- — — — —_— —_ —— — | EE > 
OES ox Letra wirncancenen $6. 69 100 |} 1951... ._-- us $17. 83 | 267 
1947 __- 9. 99 149 1952 nian - | 21. 15 | 316 
RT oo inaiclinetectlomasait 11. 33 | 169 |} 1953... “ bow | 23. 56 | 352 
BI «cs ciicndc peunitremniinaite } 18. 01 269 en eee } 28.18 | 421 
Nt oe Uirion | 16. 79 251 I ir gidinicaesine ‘ ; | 26. 51 396 
' ! 





Source: CAA Statistical Handbook, 1956. 


Increases in wage levels are generally reflected in increased manufacturer's 
prices for the same or closely related types of aircraft as illustrated by the 
Douglas DC-6 and DC-6B aircraft 











Cost of Cost per iceinal Wage index 
Year aircraft Date aircraft aircraft | _ a earliness << 5 <ppaellber 
manufactured acquired Carrier and four | 
engines |Amount) Index | Year| Index 

(1946 = 100) | (1946= 100) 

DC-6: | 
ore January 1947__| American Airlines ___| ! $637,900 | $12. 51 100.0 | 1946 | 100. 0 
NaS eta March 1948_._.| Pan American 634, 819 12. 45 99.5 | 1917 109.7 
Grace Airways. 1948 | 118.5 
1949 | 125 0 
=. ... -| June 1950... __- United Air Lines___. 857, 549 16. 81 134.4 | 1950 130. 6 
1950... ....+- December National Airlines... 864, 559 16. 95 135. 5 | 1950 | 130. 6 

1950. | 
DC-6B: 

ee April 1951.___.| United Air Lines....| 940, 818 7.11 136.8 | 1950 130, 6 
April 1952_ . ed cin 954, 306 17. 35 138.7 | 1951 141. 1 
ee April 1953. __- American Airlines 1, 018, 105 18. 51 148.0 | 1952 150.8 
| 1953 160. 5 
1954... .| July 1954......] Western Air Lines...| 1,097,196 | 19. 95 159.5 | 1954 167.7 
1955........] May 1956. _. United Air Lines _- 1, 160, 476 | 21. 10 | 168.7 | 1955 175.0 

| | 


1 Adjusted for value of new CA-15 series engines. 
Source: CAB Form 41 Reports; Aviation Week Annual Inventory Edition. 








REINVESTMENT OF CAPITAL GAINS BY AIR CARRIERS 95 


Senator Monronry. We will stand in recess until 3 o’clock. 
(Thereupon, at 1:45 p. m., the committee recessed until 3 p.m.) 


AFTERNOON SESSLON 


Senator Monronry. The Subcommittee on Aviation will resume 
the hearing on S. 17: D3. 
The next witness is Mr. Thomas H. Davis, of Piedmont Airlines. 


STATEMENT OF THOMAS H. DAVIS, PRESIDENT OF PIEDMONT 
AIRLINES 


Mr. Davis. Mr. Chairman and members of the committee: My 
name is Thomas H. Davis and I am president of Piedmont Airlines 
with headquarters in Winston-Salem, N.C. 

Those of us associated with the local service industry are grateful 
for the sympathetic and constructive attitude this committee has al- 
ways taken in aiding the industry to meet its problems and thereby 
to be in a position better to serve the trav eling public. 

I sincerely appreciate the privilege of appearing before you today 
in support of prompt and favorable action on S. 1753, commonly 
referred to as the capital-gains bill. As you gentlemen well know, 
of course, this bill in no way relieves the carriers of the obligation 
to pay the income taxes applic: able to such gains. 

Jur company provides scheduled air transport: ition in a geograph- 
ical area bounded generally by Washington, D. C.; Norfolk, Va.; 
and Wilmington, N. GC. on the east; and Columbus, Ohio; Cincin- 
nati, Ohio; Louisville, Ky.; and Knoxville, Tenn. on the west. We 
serve some 50 cities in 7 States. 

In 1949, Piedmont’s first full year of operation, we carried 86,000 
passengers. In the 12 months ended June 30, 1957, we carried over 
400,000, an increase of almost 400 percent. Since starting operations 
we have carried a total of some two-and-one-half million. passengers. 

To provide this growing public service Piedmont’s fleet of DC-3 
aircraft has been increased from nine in 1949 to the 21 which it is 
presently operating. With new and modern equipment we are con- 
fident that our service to the public can continue to develop at a 
faster rate than in the past. 

My purpose in appearing before you today is to urge as strongly 
as I can that it is absolutely essential for Piedmont to retain the cap- 
ital gains from the sale of its present flight equipment in order to 
finance the purchase of the new aircraft required to attract and serve 
increased traffic. Of equal importance, it 1s only by replacement of 
the DC-3 with modern aircraft that Piedmont can make any sig- 
nificant progress toward self-sufficiency. 

Since its inception our company has had as one of its primary ob- 
jectives the elimination of subsidy at the earliest possible time. On 
the basis of actual experience with the DC-3 and after exhaustive 
analyses and studies, Piedmont concluded some 2 years ago that the 
constantly andr apidly rising operating costs of the DC-3 had exceeded 
its attainable earning capacity. 

Briefly, the caps city of the DC-3 places a relatively low ceiling 
on its earnings, while at the same time the ceiling is unlimited inso- 
far as its operating costs are concerned. Under these circumstances it 
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is apparent that continued operation of the DC-3 in the future will 
uire more and more subsidy. 

_ Inaddition to the unfavorable economics of a DC-3 operation, there 
is the important factor of service to the public. Two-thirds of Pied- 
mont’s passengers are interchanged with trunk carriers. As the 
trunk carriers reequip with more and more modern aircraft, the gap 
between the DC-3 and the equipment used by the trunk carriers be- 
comes greater and greater. 

_ In short, continued use of the DC-3 will not only require more sub- 
sidy but will also severely limit the quantity | quality of service 
which the local-service industry can render the public. 

After extensive studies and actual flight tests, Piedmont selected 
the F-27 as the airplane which—in our opinion—will make possible 
over Piedmont’s route system a reduction of its subsidy and at the 
same time offer a very substantially improved quality and volume of 
service for the traveling public. Piedmont, accordingly, placed an 
order for F-27 aircraft which are being manufactured by the Fair- 
child Engine & Airplane Co. 

Our new equipment program will require an investment of more 
than $8 million and for more than a year our company has worked 
intensively to arrange the necessary financing. We do not yet have 
any commitment for the required funds. 

As you know, the staff of the Civil Aeronautics Board takes the po- 
sition that the Board should adopt a policy requiring subsidized car- 
riers to surrender to the Government as an offset against subsidy all 
capital gains derived from the sale of present equipment rather than 
to use such funds to purchase new and modern aircraft. 

Such action would be outright confiscation of funds to which the 
carriers are entitled just as all other corporations and individuals. It 
is my belief, and the belief of many others with whom I have talked, 
that this proposal is one of the principal obstacles to successful financ- 
ing by the local-service carriers of their requirement programs. 

"Pinaststiant of S. 1753 will correct this situation by making it per- 
fectly clear that it is the intent of Congress to permit reinvestment 
by the carriers of proverde from the sale of operating property and 
equipment in new flight equipment. I cannot emphasize enough the 
importance of prompt passage of this bill and in the remainder of my 
statement I should like to discuss briefly certain considerations which, 
in my opinion, rience favorable action on S. 1758. 

The traveling public and the communities served are the real bene- 
ficiaries of subsicl paid to local-service carriers. The position of the 
staff of the Civil eronautios Board is that all gains realized upon re- 
tirement of flight equipment should be turned over to the Government. 
This policy, which would, of course, preclude reinvestment of such 
proceeds in new equipment, is based in large part upon the staff’s 
theory that to permit carriers to reinvest capital gains would provide 
them with windfall profits. , 

Much is made of the allegation that through payment of deprecia- 
tion in the form of subsidy the carriers have already been compensated 
for the cost of the equipment to be sold. Such theory is fallacious for a 
number of reasons. 

The real beneficiaries of subsidies paid to local-service carriers are 
not the carriers themselves but the small and intermediate-sized cities 





REINVESTMENT OF CAPITAL GAINS BY AIR CARRIERS 97 


and members of the traveling public who use the services provided to 
and from these communities. 

The basic objective of the subsidy, as this committee well knows, 
has been and is to bring the benefits of scheduled air transportation 
to more and more persons in the United States who otherwise would 
not have available scheduled airline service. 

It is clear, therefore, that subsidy payments have not constituted 
any gift to the airlines but have saaeiieek benefits which accrue to the 
user of the service furnished by the airlines. 

The validity of this statement is illustrated by the fact that not a 
single one of the local service carriers has an earning record sufficient 
to make possible the financing of new aircraft by conventional means. 

As a matter of fact, only 2 of the 13 local service carriers show an 
earned surplus after almost a decade of operation. The other 11 have 
substantial surplus deficits and, of course, there have been no dividends 
paid by any of the existing local-service carriers. 

This earnings record makes it apparent that the subsidy to the local- 
service carriers has constituted nothing more than partial payment for 
services rendered to the public and that such payment has been totally 
inadequate. 

The suggestion, that simply because a carrier is subsidized it will not 
be permitted to retain capital gains after taxes, has extremely serious 
implications. How long can be expect legitimate business enterprises 
to provide services which by their nature require subsidy if these en- 
terprises are not permitted to operate in the same climate and under 
the same basic economic principles and laws applicable to all other 
business? Continued discrimination of this type may well lead to 
nationalization of these businesses. 

Finally, it is misleading to contend that through allowance of de- 
preciation the carriers have already been reimbursed by the Govern- 
ment for the cost of their present equipment. Depreciation is an 
expense which is met by a carrier’s income regardless of from what 
source it is derived. Today less than 30 percent of Piedmont’s total 
income is in the form of subsidy. , 

Thus, even assuming contrary to the fact that subsidies received by 
the local-service carriers are subsidies for the benefit of the carrier it- 
self, some 70 percent of Piedmont’s depreciation expense is being met 
by commercial revenues and not by subsidy payments. 

There is no precedent for the confiscation of capital gains. Insofar 
as I can determine there has never heretofore been an attempt to con- 
fiscate capital gains in other industries—even in subsidized industries. 
This is hardly surprising for such action is contrary to the theory 

ursuant to which Congress has provided for the taxation of proceeds 
rom the sale of capital assets. 

Congress long ago determined as a matter of public policy to treat 
capital gains not as operating revenue to be offset against operating 
ee but as nonrecurring and nonoperating capital income. 

t is my understanding that under the Merchant Marine Act of 1936 
operators of vessels—the construction of which has been subsidized— 
are permitted to retain capital gains upon the sale of their equipment. 

It is also my understanding that capital gains are excluded in com- 
puting revenues for the purpose of Sabine whether or not the 
subsidized merchant marine operators have had earnings in excess of 
10 percent. 
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Similarly, to my knowledge no effort has been made by the Gov- 
ernment to capture capital gains from sales of equipment by air- 
craft manufacturers despite the fact that more than 95 percent 
of the gross business of such manufacturers is based upon contracts 
with the Government paid for by the general taxpayer. Like- 
wise, other contractors which provide for the Government prod- 
ucts and services purchased with funds raised from the general tax- 
payer are not required to give the Governmnt capital gains realized 
from the sale of equipment. 

The land-grant railroads, which received substantial subsidy dur- 
ing their developmental period, were never, insofar as I know, re- 
quired to surrender capital gains on the sale of any lands donated 
to them by the Government. I am advised that the Interstate Com- 
merce Commission does not consider capital gains as an item to be 
considered in influencing its decision in the regulation of rates of 
carriers subject to its jurisdiction. 

Thus, the uniform system of accounts prescribed by the ICC for 
railroad companies treats capital gains as miscellaneous income and 
not operating revenue. Only operating revenue is used as a basis 
for the Commission’s judgment as to the proper level of rates. 

A similar policy, I am advised, is generally followed by the State 
regulatory agencies which have jurisdiction over intrastate public 
utilities. 

Finally, confiscation of capital gains would discriminate against 
the subsidized carriers in their quest for funds to finance reequip- 
ment programs. As has been indicated, other industries, which com- 
pete with the local service carriers in the same markets for invest- 
ment capital, are permitted to retain capital gains. 

In the air transportation industry itself those air carriers which 
are no longer on subsidy are permitted and will continue to be per- 
mittted to keep capital gains and use them for whatever purpose 
they desire. To prevent the subsidized carriers from retaining capi- 
tal gains and using them for reinvestment in flight equipment will 
unfairly and unduly handicap them in relation to other industries 
and other segments of their own industry. 

Retention of capital gains is essential to successful reequipment 
financing. In our efforts to finance our reequipment program we 
have had discussions with commercial banks, investment bankers, in- 
surance companies, and other commercial lending institutions. 

On the basis of this experience, I am convinced that. S. 1753 is 
the cornerstone on which must be based successful financing of the 
purchase of new equipment by the local service airlines. 

In this connection, it is important to note that the ability to retain 
capital gains has a significant bearing on each and every aspect of 
any financing plan. 

First, Piedmont expects to realize approximately $1,300,000 capi- 
tal gain from the sale of its DC-—3’s. This would, of course, increase 
Piedmont’s net worth by a like amount and would enable the com- 
pany to borrow at least a similar amount. 

Second, the improved net worth would enhance the company’s ability 
to raise equity capital. Thus, recapture of capital gains would jeo- 
pardize Piedmont’s ability to finance a reequipment program not only 
to the extent of the capital gains loss itself but—even of greater im- 
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portance—would seriously impair its ability to borrow money and raise 
equity capital. 

It has been suggested that no action be taken by Congress on this 
bill until a proceeding now before the CAB has been concluded. The 
Chairman of the Board testified before the House committee that 
one of the specific questions in that proceeding is whether the Board 
has the legal power to permit air carriers to retain such gains. This 
issue nec essarily involves the possibility that the Board may con- 
clude it has no such power. 

It is respectfully submitted that this question of legal authority 
under the Civil Aeronautics Act is one that properly should be re- 
solved by Congress itself and not the CAB. For this reason Con- 
eress should act now. Otherwise, a wasteful and meaningless pro- 
ceeding may take place without avoiding the necessity of action by 
Congress in any event. 

As you are aware, the Senate has passed S. 2229, the guaranteed 
loan bill, to help relieve the critical equipment financing problem of 
the local service airlines. 

I should like to emphasize that the capital gains bill and the 
guaranteed loan bill are in no sense mutually exclusive. To the con- 
trary, both are needed in the same manner that S. 2205, the equipment 
trust certificate bill, is needed. 

In short, the financial plight of the local service industry is so 
desperate and its need for reequipment so great that some of the 

carriers simply cannot obtain the required funds without the benefit 
of all three bills. 

In conclusion, I submit that confiscation of capital gains from the 
subsidized carriers is improper, unnecessary, and discriminatory. 
Such action may well make impossible the financing of the purchase 
of new and modern equipment and thereby preclude realization of 
the local service carriers’ best hope of improving their service to the 
public, and at the same time reducing subsidy requirements. 

An appropriate analogy to the signific ance, the importance, the 
justice, and the urgency of this matter can perhaps be best illustrated 
by application of the memorable quotation : 

For want of a nail, the shoe was lest; 

For want of a shoe, the horse was lost ; 

For want of a horse, the rider was lost; 

For want of a rider, the battle was lost; 

For want of a battle, the kingdom was lost. 

Thank you. 

Senator Monroney. Thank you very much, Mr. Davis. 

I note from your statement that you have been flying in your area 
since 1949, 

Mr. Davis. Yes, sir: we started in February 1948; 1949 was the 
first full year—first full calendar year. 

Senator Monronry. Thirty percent of your total income is subsidy ? 

Mr. Davis. Approximately that amount. It is a little less than that 
right now. 

Senator Monroney. Does that reflect a decrease or increase in the 
percentage that subsidy bears to your operating over the past years ? 

Mr. Davis. Percentagewise, our subsidy is considerably less now 
than it was—than it ever has been. 

Senator Monroney. 50 percent and down to 30? 
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Mr. Davis. In the early period it was about 70 percent subsidy and 

30 percent revenue. 
nator Monronry. Gradually the load has built up as you have 
been abel to improve your schedules and get better territory ? 

Mr. Davis. Yes, sir. 

Senator Monronry. Has your financial structure of your route 
extension improved ? 

Mr. Davis. Yes, we have had route extensions since we began op- 
erations. 

Senator Monronry. You have come into Washington, also? 

Mr. Davis. Yes, sir. 

Senator Monroney. Is that a profitable segment? 

Mr. Davis. Very profitable. It has developed into one of the best 
segments on our system. We started that route out with 3 flights a 
day each way, anticipating that that would be adequate to take care 
of the demand, and within 60 days after that we had to add an addi- 
tional flight, and since then we have added 2 more. 

Senator Monroney. You have five flights ? 

Mr. Davis. We have six each way a day. 

Senator Monroney. All into Washington National Airport? 

Mr. Davis. Yes, sir. 

Senator Monroney. If you had a Friendship plane, would you be 
able to fillin? Are you running full on DC-3’s? 

Mr. Davis. Yes, sir. In all probability we will have to put on 
additional DC-3’s, 

Senator Monroney. The record is not clear, from this morning, as 
to what rate of return the feeders are allowed. For the purpose of the 
record it would be wise to have that in here at this time. 

Mr. Davis. CAB has followed the policy in the past of permitting 
a 7-percent rate of return, or computing the mail rate on the basis o 
7-percent return on investment for the past period. 

Beaator Mownroner. You don’t get as much as domestic trunklines ? 
They get 8. 

Mr. avis. Yes. 

Senator Monroney. International lines get 9? 

Mr. Davis. Yes, sir. 

Senator Monroney. You get 7? 

Mr. Davis. On the past period. For future rate periods they base 
the rate of return on whichever is higher, 8 percent return on the 
investment, or 2 cents per plane-mile flown. As you see, the local 
service airlines have had a proportionately low investment in the com- 
panies, and the computation of a return based on investment in rela- 
tion to the volume of business done has been totally out of kilter. It 
is unreasonable. 

Senator Monroney. In other words, your principal investment is 
your DC-3’s? 

Mr. Davis. Yes, sir. 

Senator Monronry. When they are on a fully depreciated basis they 
are worth only $15,000? 

Mr. Davis. Yes, sir. 

Senator Monroney. So even if they allowed you 20 percent return 
on a $15,000 machine, it wouldn’t pay you to fly it for 12 months? 

Mr. Davis. That is right. It wouldn’t pay you for the effort to 
operate the company. 
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Senator Monroney. So they do allow you 2 cents a mile? 

Mr. Davis. Two cents a mile per plane-mile flown. That is a little 
better, but not a lot. 

Senator Monroney. I believe you said that you require $8 million 
for your reequipment program ¢ 

r. Davis. Yes, sir. 

Senator Monroney. Would you say that is rather typical of the 
feeder lines, or is that an unusually large amount because of the terri- 
tory you fly? 

Mr. Davis. I would think, in time, that would be a fairly typical 
situation inasmuch as this $8 million program for Piedmont is only a 
partial reequipment program. That would buy only 12 F-27 aircraft, 
and we now have 21 DC-—3’s. 

Senator Monroney. F-27’s will carry more than the DC-3’s? 

Mr. Davis. Yes, sir. We will retire no more than 12 DC-3’s; we 
can’t retire all 21. This is a partial reequipment a A full 
reequipment program would run into the vicinity of 10 or 11 million 
dollars in our case. 

Senator Monroney. You expect to realize, I think you said some- 
place in here, a certain amount in capital gains from the sale of all of 
your DC-3’s? 

Mr. Davis. $1,300,000. 

Senator Monroney. So that would represent the full cost to the 
Government of the reequipment of your line? 

Mr. Davis. Represent the cost to the Government ? 

Senator Monronry. Loss in subsidy or increase in subsidy, since 
we would not offset by deducting from your subsidy the $1,300,000. 
That would be the total cost to the Government for your reequipment ? 

Mr. Davis. If we gave it to the Government, it would be the total 
cost tous. It depends on how you want to look at it. 

Senator Monronry. When we went through this last year, it was 
charged it was a move to increase subsidies. In other words, by 
giving the airlines the opportunity to retain capital gains, that this 
would indirectly increase the subsidies because it was adding addi- 
tional funds that the Government could not have been required to pay 
by confiscating the total amount of the capital gains from the sale of 
the equipment, as you said. 

Mr. Davis. I think therein lies the basic problem of this thing—the 
theory, apparently, that those who feel that the gain should be de- 
ducted is based solely on the fact that the carrier is subsidized. 

Senator Monroney. This affects only the subsidies. It doesn’t affect 
the tax position at all? 

Mr. Davis. As I mentioned in my comments here, subsidy is noth- 
ing in the world, in this instance, but payment for services rendered, 
just like you buy a fighter airplane manufactured by one of the air- 
craft manufacturers. The Government is paying that manufacturer 
for that airplane, but when that manufacturer sells a hydraulic press 
that is fully depreciated, the Government doesn’t go back and say, 
“We are going to reduce the price of the new airplanes you are going 
to sell to us next year by the amount of the gain that you got on 
selling us the hydraulic press.” We are selling a service to the public 
that the Government has determined is required in the public interest. 

Senator Monroney. We think the subsidy is necessary, and it is 
good. We wouldn’t spend $30 million a year if it weren’t improving 
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the service to the public. We also feel it has been very beneficial to 
help the new type of small-business enterprise, which we like to 
encourage in this country, and which would not be able to. be in 
existence otherwise. | 

So the benefits flow to the public as well as to the individual entre- 
preneur. When we go to the Senate with this type of bill, they don’t 
quite look on it the same as you perhaps do or as we do—that. it is 
partly a subsidy of the public in having it available. 

What I am trying to get at is what amount is involved in this bill. 
Yow say $1,300,000 for the complete reequipment of your line? 

Mr. Davis. No, sir; $1,300,000 would cover only part of our DC-3 
fleet. If we sold all 21 DC—3’s, we would have a greater capital gain 
than that. 

Senator Monroney. You eventually will sell them ? 

Mr. Davis. Eventually, yes. We hope so. 

Senator Monroney. If you can finance the $8 million reequipment 
program, the sale of $1,300,000 will be probably related to the 1960 
date that we discussed this morning, will it not? 

Mr. Davis. Probably. 

Senator Monroney. And a part of the $67 million in total cost that 
has been estimated by the CAB ? 

Mr. Davis. Yes, sir. 

Senator Monroney,. There has been no change in the way of han- 
dling these capital gains by the CAB, so far as the feeder lines are 
concerned, since they were first started ¢ 

In one place in your statement I rather gathered the indication 
that it was a new policy. It is not new so far as the feeder lines are 
concerned, is it / 

Mr. Davis. The new part of the policy is the one which the Board 
has proposed—that they take capital gains even when you are on a 
final rate. 

Senator Monronry. None of the feeders have ever been put on 
final rate? 

Mr. Davis, Yes, sir. 

Senator Monroney. They have? 

Mr. Davis. Yes. 

Senator Monroney. You are on a final rate ? 

Mr. Davis. We are on a final rate with the exception of the subject 
of capital gains. When the Board instituted this investigation Tre 
put all subsidized carriers on an open rate limited solely to the question 
of capital gains. 

Senator Monroney. In other words, you are on the closed rate except 
they can reopen it for the determination of the capital gains? 

Mr. Davis. Yes, sir. 

Senator Monroney. Senator Bible? 

Senator Brste. Mr. Chairman, I am sorry I was forced to miss the 
meeting this morning. No doubt this question may have been covered. 

One of the points that was made in support of the capital gains 
bill, Mr. Davis, is that the real need for it is to assist the feeder service 
lines to get off subsidy. That is the main reason that is given for it. 
If this bill becomes law, could you give us an estimate of when Pied- 
mont would come off subsidy / 
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Mr. Davis. Yes, sir. Our projections indicate that by 1963, assum- 
ing complete replacement of DC-3’s, we will be able to operate without 
subsidy. 

Senator Braie. That is in 1963? 

Mr. Davis. Late 1962 and beginning 1963. 

Senator Brste. We likewise had before us the guaranteed loan bill, 
and pretty much the same statement was made there—that the feeder 
lines needed the guaranteed loan bill in order to help them get off 
subsidy because they couldn’t get financing to buy the F-27’s, Safari, 
or faster airplanes. If both acts become aw, would your answer be 
any different, as far as Piedmont is concerned? 

Mr. Davis. No, sir. 

Senator Brie. One would simply be an aid in securing finaneing? 
Mr. Davis. They would both be an aid in securing financing. Asa 
matter of fact, insofar as the capital gains bill is concerned, without 
that the possibility of many of the carriers doing any substantial new 

equipment financing is almost an impossibility. 

Senator Bratz. In other words, you have to have both of them. 
One is a companion to the other ? 

Mr. Davis. Yes, sir; as a sort of downpayment. The capital gains 
part of it would take care of it. 

Senator Bisex. I recognize the bill deals with the net worth and 
that you have more that you can use in going to a financial institution. 

Mr. Chairman, I don’t know whether it w ‘as developed by other wit- 
nesses this morning. Possibly somebody from the industry, or Mr. 
Floberg, is prepared to testify as to some estimate of when each of 
the feeder lines might come off subsidy. I can recall from last year 
that that was a very pertinent inquiry from those that had some doubts 
about this particular legislation. 

Mr. Davis. Senator Bible, I might make this comment: It is even 
more positive than the actual dates could be projected as to when 
they would come off of subsidy with the new airplane. That would 
depend a lot on the route system, the individual carrier, the size of 
its route, and so on. 

But conversely, the DC-3, as I mentioned, has such a limited ceiling 
on its earning capacity, and no such ceiling on its operating expense, 
which goes up pretty rapidly ev very year, that the only possible result 
is, if we keep on using DC-—3’s, is constantly increasing subsidy 
requirements. 

That is the thing that disturbs us so much. We just shudder to 
think of continuing to have to operate an airline for another 10 years 
that is going to require more subsidy to continue than it does today. 

Senator Breie. I imagine a lot of Senators shudder at the same 
thought. 

Senator Monroney. Let’s take a breakdown on this, along the line 
that Senator Bible was discussing, and I quite agree that that is 
something that the Senate will want to know about. The Fairchild 
plane with most of the equipment on it would cost you in the neigh- 
borhood of $600,000, is that right? 

Mr. Davis. Yes, sir. 

Senator Monroney. That will carry how many passengers? 

Mr. Davis. Forty. 


Senator Monroney. Roughly, double the DC-3? 









104 REINVESTMENT OF CAPITAL GAINS BY AIR CARRIERS 


Mr. Davis. Not quite. We have 24 passengers on our DC-3’s. A 
little better than 50 percent. About 60 percent. 

Senator Monronry. About 60 percent greater load? 

Mr. Davis. Yes, sir. 

Senator Monroney. Your operating expense for the pilot will not 
be more, will it? 

Mr. Davis. Yes, sir. On a per plane-mile basis, no, in all proba- 
bility it will be less. But in total dollars, at the end of the month 
to the pilot, he will make more. 

Senator Monroney. I don’t follow that. Let’s keep it as simple 
as we can. This question is going to be asked on the floor of the 
Senate when we get the bill to the floor, and we would like to know 
where the savings will be and what the prospects are of getting off 
of subsidy. I know you have evidently sat up and burned a lot of 
midnight oil figuring that out. 

Mr. Davis. Yes, sir. Possibly the simplest way I can explain it 
to you is this: The pilot’s pay is almost on an exact amount per flying 
hour. But with the DC-3, he will get X amount of dollars per hour 
flown and he will cover X miles; 150 miles within that 1 hour of flying 
time. 

In the F-27 he will get a little bit more per hour, but he will cover 
almost twice as many miles in the same hour. So the cost per mile 
will be less. 

Senator Monroney. How much? 

Mr. Davis. In the case of pilot pay alone, I can’t give you the exact 
number. 

Senator Monronzry. The crew? 

Mr. Davis. Simply, the real meat of the coconut on this subject is 
the break-even loan factor. The break-even load factor on a DC-3 
today is in the vicinity of 80 to 85 percent. In other words, you have 
to have 80 to 85 percent of your available seats filled just to break 
even, which of course is a totally unattainable load factor in local 
service operation. 

Senator Monroney. You don’t have that on your best trunk lines? 

Mr. Davis. In the case of F-27, that break-even load factor comes 
down to 55 or 60 percent at the outside, which is an attainable load 
factor. 

Senator Monroney. Do you get a cheaper cost per pilot on the miles 
flown? 

Mr. Davis. Yes, sir. 

Senator Monroney. The service cost will be less? 

Mr. Davis. On a per-plane-mile basis. 

Senator Monroney. Gecent handling will be less? 

Mr. Davis. On a per-plane-mile basis. In total dollars, it will be 
a little bit more than the DC-3, it is fair to state. We can’t expect 
to maintain the F-27 for the total man-hours that we can maintain 
a DC-3. But because of the additional productivity of the F-27, its 
cost per unit of service is less than the DC-3. I don’t know whether 
I make myself clear. 

Senator Monroney. Your increase will be in your depreciation, 
higher ? 

r. Davis. Substantially. 

Senator Monroney. But that is a rather negligible figure, isn’t it, 

in your total operation ? 
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Mr. Davis. For DC-3’s it is negligible. It will be a pretty sub- 
stantial figure with the F-27’s. It will be 15 or 16 cents a mile in the 
aos operation, versus only about 2 cents a mile presently in the 
IC-3. 

Senator Monronry. You are depreciating on an unrealistic basis 
if your DC-3 is worth $15,000 instead of $175,000. 

Mr. Davis. That.is correct. If you exclude depreciation cost from 
the F-27, its relationship to cost of the DC-3 is far improved. 

Senator Monroney. So all factors considered, you feel that you 
will be able to rapidly move away from subsidy with the new modern 
equipment designed for the short-haul basis? 

Mr. Davis. Yes, sir. 

Senator Monronry. Excuse me for cutting in, Senator Bible. 

Senator Brste. It is perfectly all right. I have no further ques- 
tions. I didn’t have the opportunity to hear the testimony this morn- 
ing and I don’t want to go over the field again. 

Senator Monronry. A lot of it we want to emphasize, because these 
questions will be asked again. When the bill was up before we had 
a great deal of difficulty. If we can show that these people think 
they will work their way off of subsidy, any cut we can make in the 
$30 million a year subsidy will be important. 

Senator Bratz. When do you take your deliveries of the F-27’s? 

Mr. Davrs. The announced schedule is for April 1958. 

Senator Birnie. How many ? 

Mr. Davis. Two in May, three in June, three in July, and three in 
August. 

Senator Biste. Have you completed financial arrangements for 
that financing? 

Mr. Davis. No, sir, we have not. That is another comment that I 
wanted to make, with the indulgence of the committee. The timing is 
extremely important in this matter, from our standpoint. We have 
another progress payment that has to be made 60 days from now. We 
have been assured by the banks and others that the money to be making 
that progress payment will not be forthcoming unless we can be 
assured of retaining capital gains. 

Senator Monronry. Will you lose your previous downpayments 
if you do not make the progress payment ? 

Mr. Davis. Legally, the manufacturer could keep that downpay- 
ment, yes, sir. We are at their mercy if we are not able to make this 
next progress payment. Weare not only at their mercy as far as the 
$30,000 per airplane that we have already put up, but we are at. their 
mercy to the extent of a $50,000 per airplane price increase that has 
taken place since we signed our order. 

Senator Monroney. $50,000 per airplane? 

Mr. Davis. Our order is based on $540,000 per airplane, not. inelud- 
ing spare parts. The current. price, if you place an order today, is 
$590,000. So you can see the extreme importance to our individual 
company from that standpoint. That is why we are so deeply and 
sincerely interested in this, and so anxious to see that this measure 
moves with all possible speed, and that action is taken, if at-all possible, 
before the summer recess. It is extremely tmportant. It could amount 
to a million dollars in our ease. 
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Senator Monronry. You heard the testimony on the different ver- 
sions of the House and Senate bills on the language on page 2 of the 
bill, lines 12 and 13, “After the effective date of this Act * * *” 

Mr. Davis. Yes, sir, I wanted to comment on that, too. 

Senator Monronry. If that language is left in, you would not be 
given any relief for the situation that you face on the purchase of 
these planes on which you are making progress payments. 

Mr. Davis. No, sir. And we certainly hope that this committee 
will see fit to eliminate those words, 

Senator Biste. How does the House language compare / 

Senator Monroney. It strikes “after the effective date of this act,” 
where planes on order but not delivered will be eligible for the rein- 
vestment of these capital gains funds if we allow them to keep the 
capital gains. 

Senator Brstz. The House has passed the bill? 

Senator Monroney. Yes, with that language out. So it would be 
very important to other feeder lines as well, I presume, who have 
placed orders and made downpayments. 

Mr. Davis. Yes, sir, there are several other carriers in the same 
position we are. Those carriers, too, will have to make another pro- 
gress payment sometime this fall. 

Senator Monroney. What do you expect to sell your DC-3’s for? 

Mr. Davis. We have estimated in our forecast, $100,000 apiece, 
before tax. 

Senator Monroney. Do you think they will move at that figure? 

Mr. Davis. We think that that is a reasonable figure, Senator. The 
current market is actually a little higher than that. We have tried to 
be conservative in our long-range forecast. 

Senator Monroney. Some of these DC-—3’s, when they begin to move 
in the market, isn’t there a chance of weakening the market because 
of lack of demand ? 

Mr. Davis. Yes, sir. 

Senator Monronery. You say today 30 percent of your total income 
is in the form of subsidy ¢ 

Mr. Davis. Yes, sir. 

Senator Monroney. So that the argument that the Government is 
paying the full amount of the depreciation for subsidy does not 
apply t 

r. Davis. That is correct. 

Senator Monroney. It is 70 cents of that dollar that is your money 
and only 30 cents the Government’s money ? 

Mr. Davis. That is correct. 

Senator Monroney. And it would vary with other feeder lines as 
to whatever percentage the subsidy bears to the total income / 

Mr. Davis. Yes, sir. 

Senator Monronry. Do you have any further questions, Mr. Mur- 


a 
. Murery. Just one question. 

Section 2 of our Senate bill has the retroactive clause back to Jan- 
uary 1, 1956. The House has stricken that from their bill. Do you 
care to comment on that situation ¢ 

Mr. Davis. Insofar as our individual case is concerned, that would 
have no bearing on Piedmont. However, I would like to say that it 
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seems to me that if a policy is right now, it should be right for all 
time. 

Senator Monroney. There is always a cutoff date that you have 
trouble with. If it is right for 1956, there is going to be somebody 
that had some capital gains on December 24, 1955. So there will 
never be a perfect cutoff date. For that reason it is always difficult 
in the passage of any legislation to have a retroactive feature: 

Mr. Davis. I realize that. 

Senator Monronery. There are a few feeder lines—the tables shows 
from the Congressional Record, page 13456—that have some interest 
at stake. The Alaska Lines, $3,000; Allegheny, $169,000; Northern 
Consolidated, $8,000; Pan American- Grace, $145, 000; Pan American 
World Air lines. $1,147,000; § Southern, $4,000; C ontinental, $223,000 ; 
and Paeific Northern, $10,000. As far as feeder lines are con- 
cerned, it apparently is not an important item to any of those. 

Mr. Davis. I wouldn’t think so. — It isn’t in our case. 

Senator Monroney. Do you have anything further ? 

Mr. Murpeuy. Nothing further. 

Senator Monroney. Do you anticipate using the guaranteed loan 
bill, if possible, on some of your purchases ? 

Mr. Dav 1s. We and I think that all the other carriers would much 
prefer to be able to do our financing by conventional means, without 
having to have a Government-guaranteed loan. But our situation is 
so desperate, the whole industry situation is so desperate, that I think 
certainly in some instances the guaranteed loan bill will be required 
in addition to these others. 

Senator Monronry. Those planes you have already bought, and 
your bank financing, plus your retention, if allowed, of this capital 
gains, would enable you to handle this outside of the loan guaranty ? 

Mr. Davis. I believe we can; yes, sir. If we get the capital gains 
bill passed and the equipment trust certificate bill passed, I believe on 
a modest-start basis. 

Senator Monroney. That is not before the Interstate and Foreign 
Commerce, that is in Judiciary. I don’t think that bill is moving. 

Mr. Davis. The hearing was held on that Tuesday, before Senator 
Ervin. 

Senator Monronry. Has it passed ? 

Mr. Davis. It is on the Consent Calendar for next Monday in the 
House. It was reported favorably by the House committee. 

Senator Monroney. That is the equipment trust ? 

Mr. Davis. Yes, sir; 7671 in the House. 

Senator Monronry. Thank you very much, Mr. Davis, for your 
testimony. 

Mr. Davis. Thank you, Senator. 

Senator Monroney. Incidentally, I wish you or some one of the 
feeder airlines could give us a statement, breaking down this informa- 
tion I was trying to get orally on how the operational cost will be 
lowered per plane- mile with the new equipment, based on the planes 
that you have bought. 

Mr. Davis. We can certainly supply that. Of course, as I men- 
tioned, that figure will vary to some degree by carriers. 

Senator Monroney. I understand. 
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Mr. Davis. We can supply to you the manufacturer’s specifications 
and operating cost data which will give you a comparison of the 


Senator Monroney. In other words, your gasoline cost, probably, 
will be about the same. 

Mr. Davis. On a per plane-mile basis, again it is less. Of course, 
kerosene in the case of the F-27. They burn more gallons but the 
kerosene costs less than gasoline. 

Senator Monroney. So your fuel costs per plane-mile will be less? 

Mr. Davis. Yes, sir. 

(The following memorandums on the economies of F-27 versus DC- 
* ae were submitted by Mr. Floberg of the Conference of Local 

irlines :) 


MEMORANDUM ON PropucTIVITY Or F-27 CoMPARED TO DC-3 


The productivity of the 40-seat F—27 will be sufficiently greater than that of 
the DC-3 in terms of seat-miles to permit 43 percent as many aircraft, given 
the same daily utilization, to render the same amount of service as 24-seat 
DC-3’s could render. In other words, the five local carriers that have confirmed 
F-27 orders could deliver a certain number of seat-miles of service with fewer 
than half as many F—27’s as DC—3’s. 

The DC-3’s of Bonanza Air Lines, Frontier Airlines, Piedmont Airlines, South- 
west Airways, and West Coast Airlines average 144 miles per hour from wheels 
up to touchdown. The average daily aircraft utilization of the 60.7 DC-3’s 
employed by those 5 carriers is 6 hours and 36 minutes, and their average 
length of hop is 85 miles. Thus those 5 carriers deliver 505,938,000 available 
seat-miles per year. 

In order to deliver 505,938,000 available seat-miles in 40-seat F-27’s there 
would have to be 12,648,450 plane-miles operated at the 200 miles per hour avail- 
able speed of the F-27, a conservative estimated speed. This would mean 
63,242 aireraft hours. Assuming the 6:36 hours daily utilization for the F-27, 
26.3 F-27's could deliver the same 505,938,000 seat-miles in a year that the 60.7 
DC-3’s delivered. In other words 43.3 percent as many aircraft would deliver 
the same number of available seat-miles. 


F-27 productivity is such that 43 percent of the number of DC-$ aircraft could 
render the same service with the same daily utilization—d carriers with firm 
F-27 orders 











Piedmont | South- 
west ! 


Bonanza | Frontier 














1956 DC-3 operations: 
oie eoetneenncet 2, 870, 214) 5,421,167} 6,952,278) 2,190, 548] 3, 646, 541) 21, 080, 748 
Revenue hours. . .........-..--..-- 19, 247 36, 124 48, 144 15, 796 27, 118 146, 429 
I thn noth Bana din er Bebeecertint 149. 1 144, 4 138, 7 7 144.0 
Available seat-miles (24-seat basis) - 885, 000/130, 108, 000} 166, 855, 000/52, 573, 000/87, 517, 000/}505, 938, 000 
Daily aircraft utilization _..___- 15 7.21 §..27 3¢ 6. 36 
Average number of aircraft (full 
oS ERA CFA.G A 2 CT 8.4 13.1 17 7. 13.4 60.7 
Number of actual departures. - -_-- 25, 77 57, 006 86, 798 28, 711 53, 883 252, 173 
Average length of hops__.-_-------- 111.4 95. 1 80.1 76.3 7 85 
F-27’s substituted for DC-3’s: 
Assume available seat-miles same as 
es eC Bite, ta tity 885, 000) 130, 108, 166, 855, 000} 52, 573, 87, 517, 000/505, 938, 000 
Number of F-27 plane-miles required 
at 40-seat capacity._.......-...-- __| 1,722,125) 3,252,700) 4, 171, 375) 1, 314, 325) 2, 187,925) 12, 648, 450 
Number of F-27 hours required at 200 
Lone naked insseconethslinguatenbtcinccescrbas=[gha-cecen< 63. 242 
Number of aircraft at 6:36 daily util- 
it nin nscitiins emilee hs wellness cmketiied Oe ike acai aad etic tik ei hah tw Sn ll 26.3 
Parcemenee 66 mune’ OF DOS arelt.} 2. ose ook ne eR a 43.3 


1 Southwest Airways data for DC-3 only. 
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MEMORANDUM ON Cosr Savincs ReaLizep By SUBSTITUTING F—27 AIRCRAFT FOR 
DC-3’s 


In 1956 the direct operating costs of the DC-—3’s of Bonanza Air Lines, Frontier 
Airlines, Piedmont Airlines, Southwest Airways, and West Coast Airlines was 
$68.26 per revenue hour before depreciation, $3.04 for depreciation, or a total 
of $71.30 per hour direct operating expense. Converted to a revenue plane 
standard, the figures would be 47.42 cents before depreciation, 2.11 cents for 
depreciation, or a total of 49.53 cents total direct expense per revenue plane- 
mile. The figures of 1.076, 0.088, and 2.064 cents would represent the same three 
items on a per available seat-mile basis (24-seat DC-3’s). 

Assuming depreciation of F-27’s, including depreciation of spare parts, on 
a 7-year basis with a 15 percent residual value and assuming for the F-27’s the 
6: 36 hours utilization which the five carriers are presently realizing from their 
DC-3’s, the F-27 will cost $92.84 direct operating expense before depreciation, 
$31.78 for depreciation, or a total of $124.62 total direct expense per revenue flight 
hour at 200 miles per hour. This is the equivalent of 46.42 cents per plane-mile 
before depreciation, 42.89 cents for depreciation, or a total of 62.31 cents total 
direct expense per plane-mile. Per available seat-mile (for 40-seat F-27’s) the 
three respective figures are 1.161 cents, 0.397 cent, 1.558 cents. The 1.161 cents 
direct operating cost per available seat-mile before depreciation can be seen to 
be 58.8 percent of the 1.976 cents per available seat-mile which it costs to operate 
the DC-’s. 

It will be noted that depreciation charges on the DC-—3’s are virtually non- 
existent. If depreciation of a new DC-3 were included in the calculations, the 
advantages of the F—-27 would be progressively greater since the DC—3 fleet is 
substantially depreciated. It seems proper, however. to compare the actual 
prospective depreciation expense of the F-27 fleet to be acquired with the 
actual prospective depreciation of the almost fully depreciated DC-3 fleet cur- 
rently being operated. 

The direct cost of producing 505,988,000 available seat-miles with 263 F-—27’s 
operated for 63,242 hours would be $5,871,387 before depreciation, $2,009,831 
for depreciation, or a total of $7,881,218 total direct expense. Being 58.8 per- 
cent of the direct operating cost of a DC—3 fleet before depreciation would 
signify a saving in favor of the F—27’s of $4,123,641. Since the depreciation of 
the 29.3 F-27’s would be $1,564,249 more per year than the depreciation ex- 
pense of the 60.7 DC-3’s, the net saving after depreciation in total direct expense 
would be $2,559,392. This figure signifies that the total direct cost of operat- 
ing the F—27’s, even after the greater depreciation expense, would be 75.5 percent 
of the cost of delivering the equal number of available seat-miles with the DC-3 
fleet. 


96134—57——_8 
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Cost savings realized by substituting F-27 aircraft for DC-3’s—5 carriers with 








firm F-27 orders 
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Flying Direct Flight Total 
opera- mainte- Subtotal | equipment | direct 
tions nance depreecia- expense 
| tion | 
225 * = ae er “js 
1956 DC-3 direct ope rating e 77 nses: | 
Bonanza _- Sat Se tat SaBiieg = obsiee $922, 797 $323, 727 | $1, 246, 524 | $95, 142 \$1, 341, 666 
Proutie’ ......4<.. 1, 993, 871 565, 242 2, 559, 113 | 71, 454 | 2, 630, 567 
Piedmont. ____-- eke Sus ee fable wes ou 2, 454, 726 916, 871 3, 371, 597 | 167. 597 | 3, 539, 194 
Southwest ! ane i etacehd -| 760, 996 346, 983 | 1, 107, 979 50, 383 , 158, 362 
West Coast - ..| 1,348, 901 360,914 | 1,709, 815 i 61,006 | 1,779, 821 
0 a eee 7, 481, 291 2, £13, 737: | 9, 995, 028 | 445, 582 [10,4 440. 610 
— SSS 6 SS —==_ —=s yy 
Average DC-3 unit costs: | | 
Dollars per revenue hour. .__._-.._...---| 51.09 17.17 68, 28 | 3.04 | 71.30 
Cents per revenue plane-mile neewisinn 35. 49 11. 93 47. 42 2.11 | 49. 53 
Cents per available-seat mile (24 seats) 1.479 497 1. 976 | O88 2. 064 
Projected F-27 unit costs, 85-mile hop: 
Dollars per revenue hour. --. . ax $64. 51 | $28. 33 $92. 84 | 2 $31.78 | — $124.62 
Cents per mile (200 miles per hour) __ 32. 26 | 14. 16 46,42 | 15.89 62. 31 
Cents per available-seat mile (40 seats) 0. 807 0.354 | i. 161 0. 397 1. 558 
Pereent of DC-3___- Liat | 58.8 i 75.5 
Projected F-27 costs to fly 63,242 hours and | 
produce pees. DC-3 available-seat | 
miles ____ pass aes -| $4, 079, 741 $1, 791, 646 | | $5, 871, 387 | $2, 009, 831 $7, 881, 218 
Percent of DC-3_. | 58.8 75.5 
nD, Sd). .tagh 5~d dase | $3,401,550 | $722, 091 $4, 123, 641 Iai. 564, 249) |$2, 559, 392 








1SWA data for DC-3 only. 
2 F-27 depreciation including spare parts caleulating 7 years 





—15 percent residual, 6:36 utilization. 


Senator Monroney. Mr. Floberg?/ 

Mr. FioserG. May I yield to Mr. Barnes, who has to catch an air- 
plane? 

Senator Monroney. Certainly. 


STATEMENT OF LESLIE 0. BARNES, PRESIDENT, ALLEGHENY 
AIRLINES 


Mr. Barnes. I am Leslie O. Barnes, president of Allegheny Air- 
lines. 

Senator Monroney. Do you have copies of your statement / 

Mr. Barnes. No, sir. 1 was out of town and just got back today. 
With your permission, I will give my testimony orally. 

Senator Monroney. That is all right. 

Mr. Barnes. I am president of Allegheny Airlines, and Allegheny 
serves some 51 cities in 8 States, through 33 airports. I am testi ifyi ing 
in favor of S. 1753. Since the philosophy and policy has been cov- 
ered I think rather adequately by Mr. Davis up to this point, and will 
be covered more fully by Mr. Floberg, I want to take my time, if 1 
might, and relate what these various things mean to Allegheny spe- 
cifically. I think that it will be more or less representative of the 12 
other local service carriers. 

I would like to divide that also into two parts, if I might: One, 
dealing with the past up to the present, and therefore speaking par- 
ticularly to the retroactive portion of this, which is important to 
Allegheny, and more particularly what Allegheny wants to do or 
would like to do as a means of eventually getting off subsidy and 
pointing more to the question of exactly how we would do it and how 
this bill affects that. 
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Weare presently operating 15 DC-3’s and six Martin aircraft. We 
have a seventh that will go into operation by the end of this month. 
We own 12 DC-—3’s and lease the other 3. We started the Martin 
operations as a portion of our normal expansion, not as a replacement 
of the DC-3, on June 1, 1955. We acquired these Martins that we 
presently have through bank borrowings, throu;) plane swappings 
and strapping our financial condition, and have, I believe—and this 
will be decided by the Civil Aeronautics Board—proved conclusively 
that the operating economics of even an interim replacement airplane 
such as the Martin, is superior to the DC-3 and is a substantive re- 
ducing factor. 

In this process our last airplane was acquired, in the absence of 
cash, by swapping two DC-3’s for it at $130,000 valuation each, and 

2,000 shares of stock. In that process—— 

Senator Monroney. What is the value of the stock? 

Mr. Barnes. The stock is valued at $4 a share. It figures out, 
Senator, to an estimated cost on the airplane, or projected cost of 
the airplane, of $300,000. 

In that process we carry on our books a capital gains of $167,000. 
And since Allegheny has not been a profit carrier for the entire life 
of its existence, and due to some tax loss credits, in Allegheny’s case 
all of this $167,000—$169,000—is subject to recapture under the 
present status of things. 

Senator Monronry. Do you mean that is the capital gain on the 
two DC-3’s? 

Mr. Barnes. That is the capital gain on the two DC-3’s. 

Significantly enough, we never touched or had our hands on 1 penny 
of that because it was simply swapping 2 aircraft that we had for 
an airplane that we now have. 

Senator Monronry. Plus 12,000 shares of stock? 

Mr. Barnes. Yes. ? 

Senator Monronry. Which would be valued at $48,000? 

Mr. Barnes. That is correct. And again the total amounting to 
about $300,000. 

I have absolutely no confidence that in the present stature of things 
the Civil Aeronautics Board is going to say to us that we do not owe 
them that $169,000, and we are on an open mail rate and therefore 
completely vulnerable to recapture of this $169,000 by the Civil Aero- 
nautics Board. I was a little astonished this morning on the change 
of language, as represented by bureau counsel, in that there is a ques- 
tion of whether the Civil Aeronautics Board may not be involved 
in a legal question here in that they must not, according to bureau’s 
counsel’s language, in the capital gains case, bureau counsel takes a 
definite position that it is illegal for the Civil Aeronautics Board to 
do anything other than to recapture. So that for any representations 
to be made here before the committee that the Civil Aeronautics 
Board has a proceeding underway and that this question may be 
answered gives me no comfort at all on this. 

This $169,000 is admittedly not a great deal of money. It is to us. 

My further remarks deal with what we would like to do and what 
we feel we must do to get off subsidy. 

Senator Monroney. $169,000, for the record, is involved in the 
Senate amendment, section 2, which is not in the House bill. 
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Mr. Barnes. That is correct. We are very anxious to see this 
extend back at least beyond December 31, 1956, because that is the 
date that the transaction took place. It is the date that the capital 
gains, I believe, from an interpretive standpoint, would have accrued 
on our books. It is on there today and is vulnerable to recapture. 

In Allegheny’s operation, measuring from 1952 through 1956, our 
operations increased in terms of services rendered by 80 percent in 
terms of plane miles. In terms of seats rendered, which is actually 
our product in service to the communities, it expanded some 100 
<r Our commercial revenues, passengers carried, expresses, 

reight, and service mail, increased over that same span of time by 
165 percent. 

Our subsidy in terms of percent. of our total revenue has declined 
from over 60 percent, or measured in terms of cents per mile from 
about 65 cents a mile in 1952, to about 38 cents today. Our break- 
even requirement in terms of profit and total subsidy requirement will 
be somewhat higher than that, but the downward trend is still 
continuing. It is primarily due, we believe, to the introduction of 
modern aircraft. 

Senator Monroney. The Martins? 

Mr. Barnes. That is correct. 

Senator Monroney. What percent does the subsidy run as to total 
income? You were 60 percent ¢ 

Mr. Barnes. I would like to get away from the percentages because 
I haven’t figured it out on that basis. In terms of cents per mile—— 

Senator Monrongy. We got it from Piedmont and we want to get 
it from Mr. Floberg if we can, and we would like to keep it to some 
standard figure. 

Mr. Barnes. Our subsidy is a ratio of 37 cents today to about 90 
cents commercial revenue. That is about 33 percent, I believe. We 
believe that our downward trend, in terms oF subsidy reduction per 
service rendered, is going to continue primarily due to the introduc- 
tion of our Martins in our fleet. We do not represent that the Mar- 
tin is the ultimate answer by any means. They are a fairly cheap 
source of aircraft, but we do represent that they are infinitely su- 
perior to the DC-3 as represented by the fact that after giving equal 
allocation of subsidy per plane mile in May, June, and July, the Mar- 
tins made money and the DC-3’s lost money. I submit that only as 
an example. 

We feel that the F-27, when the F-27 is related to route cases now 
in process before the Civil Aeronautics Board, can positively point 
the answer to ultimate elimination of subsidy. I intend that state- 
ment, primarily, to meet your question directly, Senator Bible. I 
think as Jim Durfee testified ielate the House on this same legisla- 
tion, new aircraft, by themselves, will undoubtedly reduct subsidy 
but may not eliminate it; that the package which the Board has 
underway is route adjustment, giving the local service carriers ac- 
cess to more productive markets together with aircraft, which will 
at, least produce a substantial reduction in subsidy and I think in our 
case and that of 4 or 5 other earriers it will be between 1960 and 1066 
when it will be eliminated. 

Senator Brete. Your statement then is that through route im- 
— and this bill that you hope to be off subsidy not later than 
1965 
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Mr. Barnes. That is correct. 

Senator Brsre. You are positive it will at least reduce subsidy? 

Mr. Barnes. Yes, sir. 

Senator Bratz. Would that be a fair statement ? 

Mr. Barnes. Yes. 

Senator Biste. Is it oversimplified ? 

Mr. Barnes. It is not oversimplified. I would state in the record, 
and without an opinion from me as to whether it is right or wrong, 
that an independent study made by an investment house indicated 
that Allegheny, with an F-27 program, with certain routes which are 
in trial before the Civil Aeronautics Board, would produce a profit 
in 1961 of $1,300,000 without any subsidy. I have not studied the 
report, it was not made for Allegheny, and I do not represent here 
that that is correct or incorrect excepting that I do believe that given 
the opportunity to do so, the local service carriers can compete. They 
are notoriously low-cost operators, they are efficient operators, and 
given the opportunity they will get off subsidy. 

Senator Micmac: The market is there for them to serve? 

Mr. Barnes. Yes, sir. Senator, my remark is based on a dem- 
onstrated attitude on the part of the Board to take off some of the 
absolutely ridiculous restrictions that are on the local service carriers 
today and give them a chance to breathe and to operate, and I think 
that that will be the product of the various route cases that are going 
on today. I think the Board should be commended for that because 
it is a forward step. 

What Allegheny would like to do is this, and this is where our case 
relates itself to this legislation: We do not have a working capital 
position today that permits us to do other than to operate the fleet 
that we have. For us to buy some 14 F-27’s which we want to do to 
replace the DC-—3’s, we must go entirely outside of the company facili- 
ties at this time to get that money. ‘The equipment trust legislation 
is possibly an ingredient and an important ingredient in that. But 
significant in that is that I believe the history of the equipment trusts 
is that 20 percent of the capital is put up and must be produced from 
a source other than the revenue bonds, and the bonds themselves cover 
only 80 percent of the total investment. 

he same thing is true on the guaranteed loan. There it is antici- 
pated that the carrier will put up 10 percent; that the equipment loan 
would cover only 80 percent of the total equipment. Regardless of 
how they word it that means the carrier also has to produce 20 per- 
cent there. The only way for a carrier who is strapped financially 
to acquire that is from the proceeds of the sale of existing equipment. 

It is our plan, presuming the passage of this legislation and the 
other enabling legislation, whether it be guaranteed loan or equip- 
ment trust, to replace our DC-3’s with F-27’s. We are going to be 
completely unable to do that if the profit, which amounts to about a 
million and a quarter to a million and a half dollars, in Allegheny’s 
case on its 12 DC-3’s, is taken away from us, because we simply do 
not have now, within our balance sheet, nor do we have any prospects, 
of raising the new equity, the amount of additional capital that will 
be required both for the down payment and for working capital. 

Senator Monroney. In other words, your judgment, your desire to 
get off subsidy, points the way to new aircraft? 

Mr. Barnes. Yes, sir. 
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Senator Monroney. But with the potential loss of $1,300,000, if 
you are not allowed to retain the capital gains, you would not be will- 
ing to forego that much money for the established value that you 
have in the aircraft that: you own, which would no longer exist at 
the time of the sale unless the law is changed ? 

Mr. Barnes. That is correct. First as a businessman, let me be 
frank on it, I would be foolish to do that. Secondly, if we did it, we 
retain about $10,000 times 12 aircraft or $120,000, which is at best a 
partial payment on 1 F-27 or 1 Martin or 1 Convair. And it 
would be just impossible. 

I would like to point. this out: The carriers who have taken this 
step—and we put ourselves in this category—should be given some 
credit for having done it. Here is Piedmont, who just testified that 
they have gambled $360,000 on their ability to do that. There are 
three other carriers which have done it, including Allegheny. The 
simplest thing in the world to have done, in the case of any of these 
carriers, would have been to rock along on the DC-3. There is no 
doubt about the Board recognizing the DC-3’s or providing mail pay 
for it, and staying in existence. But all of us have gambled in our 
intense desire to get off subsidy so that we have some room to breathe 
and provide service to our people. 

To progress further on this basis requires absolutely that we be 
able to replace our DC-3 fleet, to be able to do it because all of us have 
them written down to the lowest book value. It means that we must 
have capital gains assured as a source of down payment and working 
capital for operation of these new aircraft. 

enator Monroney. And not sacrifice what you know to be an 
equity that is yours in the DC-3’s? 

Mr. Barnes. That is correct. 

Senator Monronery. Your company is not heavily indebted or was 
not heavily indebted before you made commitments on these new 
aircraft ? 

Mr. Barnes. No, sir, it was not.. We did not have 1 penny of debt. 

Senator Monroney. How many F-27’s have you ordered ? 

Mr. Barnes. We have not ordered any and we are not going to until 
we see our way clear to doit. This isa key to it. ) 

Senator Monroney. It is merely the Martins? 

Mr. Barnes. The Martins that we have committed for, we have 
seven of them that we are operating. 

Senator Monronrey. And you owed nothing on those / 

Mr. Barnes. Yes, sir; we do. We owe $1 million. 

Senator Monroney. One of those was a trade? 

Mr. Barnes. One was a trade. The rest of them, the banks today 
will loan only up to the company’s net worth. We borrowed up to our 
net. worth to purchase the first four aircraft. We were able to pur- 
chase 2 aircraft on a long-term payment plan, and our total indebted- 
ness as a result is $1 million which presuming a continuation of the 
Board’s policy we will be able to service. 

But if we have to pay $169,000, unless the Board is stopped from 
taking future capital gains, we stop right where we are. Sure, we will 
Pay this off, we will live, and I will go fishing. 

lease don’t misunderstand that. I am merely pointing out here 
that there is absolutely no incentive, in fact it is poor judgment for 
a carrier to dispose of DC-3 aircraft and get $10,000 for them. 
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Senator Monroney. $15,000, Did you write them down below 15? 

Mr. Barnes. You can write them down to a 10-percent, residual 
value. The Civil Aeronautics Board in their ratemaking process 
allows $90,000. That figures out to $9,000. 

Senator Monroney. Completely written down they would be worth 
$9,000 ? 

Mr. Barnes. $9,000. 

Senator Monronry. And yet they would sell today for $125,000. to 
$150,000 ? 

Mr. Barnes. Yes. The market changes, of course, Senator. In 
April, from two separate sources, which I suspect may have come 
from the same source, we were offered. $150,000 apiece for 10 DC-3’s. 

Senator Monroney. Is that local, American sales, or foreign? 

Mr. Barnes. I suspect they were for export. We weren’t in a posi- 
tion to do it. We asked if we sold them for their price could ane 
them back, and the answer was “No,” so it is an assumption on. my 
part that they were for foreign sale. 

Mr. Mcrrny. Is your company a party to the proceeding, the capi- 
tal gains proceeding, before the Board at the present time? 

Mr. Barnes. Yes, we put our case on there. We are a party; we 
presented exhibits and are presenting briefs. 

Mr. Mureny. And the language, if the committee were to strike 
the limitation of section 1, which applies only to investments made or 
payments made after the effective date of this act, that would not 
cover your situation for 1956; is that correct ? 

Mr. Barnes. It would not, as I understand it. I have not read, or 
did not refresh myself on this legislation, but our case is that we 
incurred this $169,000 as of December 31, I believe, 1956. If the 
April 6 date of 1956 were the effective date, obviously, then, we are 
covered here. 

Mr. Mureuy. When did the swap take place? 

Mr. Barnes. The swap took place on December 31, 1956. 

Mr. Mcrreny. That was the end of your taxable year? 

Mr. Barnes. That was the end of our taxable year and, therefore, 
reflects as a profit, offsetting some losses in 1956 of this amount of 
money. 

Mr. Murruy. How would that $169,000 be recaptured? Would 
that be against future mail subsidy that would apply prospectively? 

Mr. Barnes. Under the present status of things, as I understand it, 
when a final mail rate is established the Board computes the final 
mail rate need of the company and adds to it 7 percent, or, as Mr. 
Davis points out, 2 cents a mile profit, that total being reduced by 
$169,000. 

Mr. Mureny. That would be against future mail pay ? 

Mr. Barnes. No; that is against a past period because it occurred 
in the past period. 

Mr. Mureny. Would that require the company to reimburse the 
Government immediately with $169,000 ? 

Mr. Barnes. It already has, under the example I cite here. Let us 
assume that Allegheny, in terms of profit for the past period—our 
past period, incidentally, runs from April 1, 1955—we have been on 
open mail rate from Over that span of 
time Allegheny in profit, establishing a break-even, was due $500,000. 
Out of that $5 100,000 would be deducted $169 000. So regardless of 
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| vw you slice it, we have received $169,000 less than we would have 
had we not had this. 

Mr. Morrny. And it is for that sole reason that you favor section 2 
of our bill? 

Mr. Barnes. Yes, sir; it is, because we would lose this $169,000. 

Mr. Murruy. Do you know of any other companies that are in the 
same position as you are? 

Mr. Barnes. I believe there was testimony that there was one. 

Senator Monroney. That is already in the record. 

Mr. Barnes. I don’t know that there is another local-service carrier 
in that position. I think there are some Alaskan carriers. 

Senator Monroney. Senator Bible? 

Senator Brste. I have one further question. I think it is more or 
less of a matter of interest and possibly of help in the record. What 
has your experience been since permanent certification so far as sub- 
a > noe 7 evi Has permanent certification helped you get off 
subsi 

Mr. amit: No, I wouldn’t say it has. The permanent certification 
had many by products. In our support of permanent certification 
we never did represent that it was the panacea to our problem. The 
byproducts of permanent certification were these: One is that we 
avoided at periodic intervals of from 3 to 5 years the expensive job of 
proving up that we had a right to continue to live. it has had an 
effect in our ability to negotiate good long-term leases on favored 
space at airports, which before we couldn’t do because the airport 
managers, especially in large cities, were always worried about whether 
we were going to be in business or not. It permits us to participate 
in industry agreements that have long-term commitments on them. It 
paves the way—and this is the most important byproduct—with 
permanent certification we become eligible, other things being equal, 
for long-term type of financing which the trunk carriers have done 
through insurance companies’ pension funds. 

The ingredient that is missing in that particular objective is the 
fact that if the Government is going to confiscate capital gains, then 
you can never have a second mortgage on aircraft because your bank 
financing goes up to the net worth of thecompany. Therefore, perma- 
nent certification or not—it can be gilt-edged—if you have no secon- 
dary security for junior money, your only source of financing then is 
through the equity market, which is impossible today, or through 
banks, which will not only loan as a maximum only up to your net 
worth, but in our particular case, and that of most local service car- 
riers, requires a working capital ratio that gives you more cash than 
you actually need and which in effect means you are paying not 5 
percent interest but 10 or 12 percent interest. That is your only source 
of money today. 

My judgment—and I could be wrong on this Senator—is that if we 
did not have permanent certification today, we still would not be 
eligible, even with the passage of the various legislation that is before 
the House and Senate today—but would be limited so far as our long- 
term commitments are concerned, and eligibility for pension funds. 

Senator Bratz. The only purpose of my question, Mr. Barnes, was 
due to the fact that when we argue this on the floor we are constantly 
confronted with the permanent certification phase of the problem, 
and we are constantly told that part of the representation for securing 
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permanent certification was that local service airlines would get off 
subsidy. It certainly is very apparent to me that what you say is 
correct, and it is even more apparent from the record, particularly in 
the case of Allegheny, that since 1955 your subsidy has increased 
annually each year, according to this table here, which I assume is 
correct, so that if the premise that permanent certification would 
help you get off subsidy is true, then certainly subsidy so far as Al- 
leahaiey is concerned would be reduced rather than go up. There may 
be other factors. 

Permanent certification in itself was not the answer to getting off 
subsidy. 

Mr. Barnes. That is true. I will go even further. I am not fa- 
miliar, of course, with the table that you have there, but I will agree 
that Allegheny’s subsidy in terms of total dollars has gone up. But 
so also have its services. 

In terms of total dollars I think you will find here that in terms 
of dollars again that we received about $1,900,000 in 1952 in subsidy. 
We are going to get slightly over $2 million this year. But in this 
process, 1n this span of time, we are providing 90 percent more services ; 
we have added several new cities to our system; we have just been 
certificated, effective June 1 of this year, into Hazleton, Pa., in which 
we testified before the examiner that we were unwilling to serve that 
point because it was going to cost $75,000 a year more subsidy; unless 
~ Board directed us to do that, and the Board did direct us to do 
that. 

Senator Brsie. That is one of the reasons for the increase in your 
subsidy ? 

Mr. Barnes. That is right. Permanent certification had nothing 
whatever to do with it, that is my point. I am sorry that that im- 
pression was created in the Congress, because permanent certification 
is the foundation from which we build. Without permanent certifi- 
cation you have nothing that is permanent. 

Senator Breiz. I think you have covered the record very well. Iam 
very happy to have you do it because it is one of the points with 
which we are constantly confronted in attempting to sustain either 
this guaranteed loan bill or the capital gains bill which is before us, 
as the chairman knows, 

T have no further questions. 

Senator Monronry. Thank you very much for your helpful in- 
formation. 

Mr. Barnes. Thank you, Senator. 

Senator Monroney. Mr. Floberg? 

We are very happy to have you before us to testify, Mr. Floberg. 
This may be your last appearance before this committee. You may 
next come up to testify on atomic energy aircraft. 


STATEMENT OF JOHN F. FLOBERG, ATTORNEY, WASHINGTON, D. C. 


Mr. Froserc. I do regret that in this capacity this is likely to be my 
last appearance. 

Senator Monronry. You have been very helpful to the committee, 
and particularly helpful in getting permanent certification of the 
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feeder lines, which as I think was testified earlier, is the cornerstone 
of the route structures —e is a factor in our national aviation picture. 

Mr. Froserc. Yes, sir; I still believe that. 

One of the special pleasures I have had in this position of mine has 
been the appearances before this subcommittee and the full committee. 
You have om very helpful to this branch of the industry. 

Mr. Chairman and members of the subcommittee, my name is 
John F. Floberg and my local address is the World Center Building, 
Washington, D.C. [am a partner in the firm of Kirkland, Fleming, 
Green, Martin & Ellis and have for the past 3 years been counsel 
for the Conference of Local Airlines, an associ iation presently made 
up of the certificated local service air carriers whose names you see 
on the letterhead of this statement. I wish to thank this subcommittee 
and its parent full committee for the privilege of appearing here today 
in support of S. 1753. 

Before I proceed further with my prepared statement I would like 
to answer 1 question that has arisen 2 or 3 times today, and that is 
with regard to the position of the counsel for the Bureau of Air 
Operations in connection with the legal power of the Board not to 
recapture capital gains. In other w ords, the legal power of the Board 
to leave capital gains in the air carrier. 

In answer to that question I would like to refer you to page 8 
through about page 15 or 14 of Bureau counsel's brief where it ap- 
pears to me that it could not possibly be stated more clearly, unequiv- 
ocally, and positively that the Board has no power to follow any 
course other than to recapture capital gains. 

Senator Monroney. As a result of the Western case? 

Mr. Froserc. That is part of the reliance; yes, sir. 

But the conclusion appears crystal clear to me as presented by coun- 
sel for the Bureau of Air Operations. 

It is 16 months since I appeared before this subcommittee in support 
of legislation in the last Congress substantially similar to S: 1753 
which we are discussing here today. During those 16 months the 
rate of growth of public service rendered by the local air carriers has 
continued on its rapid climb; 1956 services was about 20 percent 
greater in volume than 1955 service. The local service carriers car- 
ried over 3,500,000 revenue passengers in 1956 and flew over 60 million 
plane-miles and 645 million passenger-miles as compared to 3 million 
passengers, 52 million plane-miles, and 537 million passenger-miles in 
1955 

Senator Monroney. That is all local service lines, not just those you 
represent ? 

Mr. Fronere. That is all 13, Senator. I find it impossible to draw 
any lines in this industry. 

Nonmail revenues jumped to over $43 million compared to $35 
million the year before. Subsidy dropped to 3.87 cents per revenue 

assenger-mile, little more than half the figure of 6.8 cents in 1958. 
Dinthinen need of $24.6 million compared to nonmail revenues of 
$43.6 million represents the lowest ratio in the history of the industry. 

But despite the favorable growth picture evidenced by the statistics 
which I have recited, the position of the local air-carrier ee 
declined materially in "the course of the past year. The DC-3 aire raft 
furnishing the bulk of the local air transport has now p: send the 21st 
anniversary of its first scheduled flight instead of its 20th. Direct 
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expense per revenue plane-mail rose to a new high of 52.85 cents, a 
risé partly attributable to the advancing obsolescence of the DC-3 
aircraft. Net earnings on the 11-year consolidated income and ex- 
pense statements of the 13 local service carriers decreased in the year 
1956 by about $800,000. The “ deficit reported on the consolidated 
balance sheet of the industry has changed from minus $326,000 on 
December 31, 1955, to minus $424,000 on December 31, 1956, scarcely 
an urgent invitation to investors to approach this industry. 

Senator Monroney. Will you etilein that figure, the net deficit 
reported on the consolidated balance sheet? That is a deficit even 
after you have received the $27 million which goes for your 13 sched- 
uled feeder lines in subsidy, is that correct ? 

Mr. Frosere. Yes. This is a balance-sheet figure, after all expense 
accounts and all revenue accounts have been balanced. This is the 
actual consolidated balance sheet figure of the 13 carriers.. To be 
specific, three carriers on December 31, 1956, had a slight earned sur- 
plus. Two of them were fairly substantial. One was just barely in 
the black. The other 10 carriers showed an earned deficit on their 
balance sheets. 

Senator Monroney. After subsidy payments? 

Mr. Fiopere, Yes, sir. This was a final figure. 

Against this b: ickground we find ourselves here today discussing 
S. 1753, the most import: int single piece of legislation under consider- 
ation at this time for improving the financial position and the quality 
of service rendered by the local service airlines, and the cornerstone 
of all other legislative suggestions aimed at those same purposes. 

S..1753 has for its purpose the objective of putting subsidized air 
carriers in precisely the same position as others with regard to book 
profits realized upon the retirement of old equipment. The local air 
carrier industry, with its equity depleted as the equity of few other 
industries is, and the subsidized air carrier industry in general, stand 
alone to my knowledge in having a question exist concerning the com- 
plete availability of such profits to the owner of the business. This 
bill would remove any such question and would promote this industry 
into the first-class status of other American industries in this respect. 

When the happy day arrives that the local service airlines are sup- 
ported completely by commercial revenues and seek no Federal sub- 
sidy, then the complete freedom from governmental domination and 
second guessing of management decisions in all areas will inelude the 
freedom of disposing of old flight equipment on such terms and condi- 
tions as best suit the situation of the airline. 

S. 1753 will make possible, at Jeast in major part, a similar freedom 
from governmental domination and second guessing and will furnish 
the managements of subsidized airlines the oppor tunity to make their 
decisions concerning the sale of old equipment on bases or for purposes 
at least appr oaching those on and for which any other intelligent air- 
line management would make them. 

The local service airlines are today operating about 200 aircraft, 
all but a couple of dozen of them of the DC-3 type. Practically all the 
DC-—3’s are candidates for sale when a local service airliner suitable 
to the particular airline is available as a replacement and the means 
for financing its purchase appear. The acquisition costs of these 
DC-3’s have varied from as low as $12,500 to a high of over $125,000 
or seat costs of $500 to $5,000, with most about midway in that range. 
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New aircraft such as the F-27 will cost from $12,000 to $20,000 per 
seat. Most of these aircraft have now been fully or almost fully de- 
preciated to their residual value; consequently, any sale price realized 
on their disposal will be almost entirely book profit. 

May I interrupt myself to point out that the depreciated value of 
an aircraft which was purchased for $12,500 is likely to be $1,250. So 
anything over that willbe capital gains. 

ce Mownroney. There weren’t many bought for $12,000? 

Mr. Fioverc. No, but Mr. Ayre was telling me this afternoon that 
there were 10 bought for less than $30,000 by Trans-Texas. 

Senator Monroney. That was immediately after the war? 

Mr. Fiopera. Yes, sir. As a matter of fact, it was within a couple 
of years after the war that the bulk of this fleet was acquired, and 
man of them were purchased in the $20,000 to $30,000 to $40,000 

et. 

One fact which nobody in the local airline industry, and which no 
one outside the industry having any knowledge of it, questions is that 
it will be impossible for a local airline to make itself subsidy-free so 
long as its fleet consists entirely or even principally of DC-2-type 
aircraft. A reequipment program is essential to economic self-suffi- 
ciency. 

It ‘ generally agreed that an average airline load factor of about 
65 percent is as high as a local carrier can operate, since any higher 
load factor than that figure invariably means that a substantial 
amount of business is being turned away on certain segments and on 
certain flights of the airline. 

At. a 65-percent average load factor, figured on the basis of a 21-seat 
DC-3, it is saineeeiientn impossible for a local service carrier to be 
self-sufficient. The consequent gap must be filled by public service 
revenues in the form of Government subsidies. In order to close that 
gap, a reequipment program which will make additional revenues 
available and which will reduce seat mile costs is essential, and for 
the health of the industry it must be accelerated. How, however, 
can a local carrier finance this reequipment program ? 

Senator Bisie. Are you in agreement with the previous witness that 
the breakeven point is somewhere between 80 and 85 percent ? 

Mr. Fiopere. Yes, sir. 

Senator Bisex. Is that the breakdown point on the DC-3 operation ? 

Mr. Frosere. Yes, sir, it varies from airline to airline but you have 
just about touched it. 

Senator Biste. Eighty to 85 percent. 

Mr. Frosperc. That is what I would say. In the case of some air- 
lines it is over a hundred percent. Obviously, you can’t have a load 
factor over that. 

Senator Brste. Taking the entire local service carriers—— 

. Mr. F.opere. I would accept your figure as a fair representative 
gure. 
No sound-business management wants to have itself lopsided with 
debt. Although proper debt-equity ratio varies from industry to 
industry, a one-to-one debt to equity ratio is generally a minimal 
healthy condition for an industry with the characteristics of the air- 
transport industry. Already the local air-carrier industry fails to 
meet this requirement for reasons that make its financial position 
much more precarious than the simple arithmetic would imply. Ona 
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December 31, 1956, consolidated industry balance sheet the local serv- 
ice carriers show $11,256,000 in net worth and $7,800,000 of long-term 
debt for a debt-equity ratio of 40.82 percent. Actually, however, the 
same consolidated balance sheet shows $17,491,000 of current lia- 
bilities, or half again as much in current liabilities as in the entire 
net worth of all the companies in the industry. If the industry were 
healthy, two-thirds to three-fourths of those current liabilities would 
appear as net worth, or at the very worst in long-term debt. If trans- 
posed into long-term debt instead of into net worth, the unhealthy 
debt-equity relationship is readily apparent. 

I see I have omitted one figure that is essential. The current assets 
at the same time were about $15 million. In other words, the indus- 
try had a current net working capital deficit. 

Senator Monroney. That is book value? 

Mr. Fiopera. No, I am talking about working capital now. They 
actually had bills outstanding that were more than their current 
assets. 

The normal maximum which commercial sources are willing to lend 
against the cost of flight equipment is in the vicinity of 75 percent of 
that cost. S. 2229, which the Senate recently passed, and which we 
are hoping the House will pass in the very near future so that it will 
become law during this session of the Congress, has for its objec- 
tives the raising of that percentage by a moderate amount. The bal- 
ance, however, whether it be 25 percent or some slightly lesser per- 
centage, of the cost of new equipment, must be secured through 
either (1) additional equity capital, (2) retained earnings, or (3) 
the most obvious and readily available source, the sale of present 
flight equipment. 

If this last important source of funds is frustrated by classifying it 
as “other revenue” under the terms of section 406 of the Civil Aero- 
nautics Act, so that those funds are, in effect, confiseated by the 
Civil Aeronautics Board, then any reequipment program will be 
either completely frustrated or at least cottkienBh ‘lelayed. The 
result of either consequence will be a continuation of annual subsidy 
which would very rapidly amount to far more than the one time 
savings to the Government realized by seizing the proceeds of the 
sale of the old equipment. 

I would like to emphasize the short-sighted nature of this one-time 
recapture. Suppose, for example, a typical local service airline, hav- 
ing flown 6 million miles a year and having maximum revenues and 
minimum expenses received Government subsidy to the extent of 12.5 
cents necessary to enable it to break even and 4 cents in profit and 
taxes. This figure would amount to a total of almost $1 million Gov- 
ernment subsidy per year. 

Suppose the same typical carrier were able to sell ten of its DC-3’s 
at, a price which would yield it a capital gain after taxes of exactly 
$100,000 per aircraft; this would obviously mean a total capital gain 
of $1 million applicable to the purchase price of new aircraft capable 
of operating on their own without Government subsidy. Thus if the 
Board appeared likely to confiscate that $1 million and if the threat 
of that confiscation delayed reequipment by just 1 year, the Board’s 
one time savings would disappear, and all subsidies and payments 
thereafter attributable to those 10 DC-3’s would be additional ones 
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that could have been avoided. Precisely this kind of sequence has been 
initiated during the year that. enactment of the legislation has been 
delayed, 

Suppose that the Civil Aeronautics Board in fixing the mail rate 
of a local carrier established for that carrier a profit margin of ex- 
actly $100,000 and further suppose that the forecast turns out. so 
ppandect that the carrier earns exactly that amount on its operations. 

uppose that the same carrier during the same year sells a DC-3 at a 
price which also yields it a capital gain after taxes of exactly $100,000. 

Then suppose the Board confiscates that $100,000 of capital gain. 
For all practical purposes the action by the Board appears on the 
financial statements of the carrier as a reduction of the operating 
profit of that carrier for that year to zero, so that it ends the year 
with one aircraft fewer in its fleet and it can claim for its year of effort 
only the pleasure of having rendered a volume of public service. This 
hardly seems to me the way to induce equity capital to invest in local 
airlines for the purpose of financing their growth, and such a result 
hardly seems to me to be consistent. with the express purpose of the 
Civil Aeronautics Act of developing a sound system of air transporta- 
tion in this country. 

The cost of the reequipment program facing the local airlines is just 
as staggering as the necessity of that program is obvious. Every 
mlie dollar will be important to that program, and every dollar 
of capital requirements that can be satisfied from internal sources 
rather than from external ones is especially important because of the 
internal dollar’s ability to induce external dollars to help underwrite 
the program. j 

Mr. Tipton enlarged on that to some extent this morning. It is 
awfully important. 

While the Civil Aeronautics Board has done a good job in promoting 
the general growth of the local air carrier industry which it created 
and a fair ‘ab on the route evolution of that industry, the Board has, 
in spite of the best of motives and intentions on the part of its in- 
dividual members, done a miserable job with regard to the economic 
health of the industry—so poor that an observer might well be led to 
the conelusion that the Board’s purpose is the destruction of the 
industry. 

The local air carrier industry is approximately 11 years old. Those 
11 years have reflected a history of service progress and service growth 
matched by few other industries, but they have been financially de- 
plorable. Two or three of the local carriers show small earned sur- 
pluses on their current balance sheets, but generally speaking. the 
market value of present flight equipment is practically the only 
collateral local carriers have with which presently to secure a loan and 
the only property to liquidate to raise equity for a downpayment on 
new equipment. 

Senator Monroney. Right there I think you are being much too 
harsh in your conclusion on the Board, Mr. Floberg. I think the 
Board, while they have not supported us in some of the actions we 
have taken, certainly requested the introduction of the guaranty loan 
program which would make available some $100 million worth of 
guaranteed loans, I think they have moved as fast as they perhaps 
could on the improvement of the route structures, which was testified 
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to earlier by Mr. Davis as being of vital importance in offering a 
springboard which the local service lines could operate. 

With respect to the Board’s position as to the recapture of capital 
gains, you yourself just got through reading the counsel’s opinion 
that under the Supreme Court holding interpreting the law, the Board 
was probably powerless to do anything in the way of waiving a re- 
capture of those. I would hardly say that— 
they have done a miserable job with regard to the economic health of the in- 
dustry—so poor that an observer might well be led to the conclusion that the 
Board's purpose is the destruction of the industry. 

I don’t get it at all. 

Mr. Fioperc. The earnings picture of the industry is terrible. 

Senator Monroney. That is not the fault of the Board. 

Mr. Frosere. I think it is. 

Senator Monroney. They can’t go out and invent a replacement of 
the DC-3. The testimony has been here that until you get a new 
plane it will be impossible for economic health to come about. 

Mr. Fuoperc. It could have been a lot better than it has been, in 
my opinion. 

Senator Monroney. I have been pretty closely connected with the 
aviation activities and aside from the failure a few years ago to put 
up the money for a prototype plane, which probably would have cost 
us $100 million or more just for 1 or 2 planes, I don’t know of any- 
thing else they could have done to develop modern equipment. 

Mr. Frosere. I am not talking about the development of the 
equipment. 

Senator Monroney. That concerns economic health. Without new 
equipment you are jae talking wishful thinking when you say that 
the local service airlines can recover basic economic stability without 
the plane. 

Mr. Fuioperc. No, I think that their economic condition could be 
quite different if some changes had been made. But that is not the 
subject of the discussion today, of course. I would be glad to discuss 
that with you at any time. 

Senator Monroney. I don’t get what you want them to do. Maybe 
pay more subsidy ? 

Mr. Fropera. I think that there should have been an earnings pic- 
ture here that is totally unlike the earnings experience of the industry. 

Senator Monroney. That would require a greater amount of sub- 
sidy ? 

Mr. Fiopere. Yes, sir. That is exactly what I am talking about. 

Senator Monroney. It is $30 million now, total local service lines, 
which is about all I think that Congress would be willing to go. You 
also have limitations with the budget. To increase that, in view of 
the fact. that the total amount of the subsidies is increasing, would be 
expecting the Board to do the impossible, I would think. 

You may continue. 

Mr. Frioserc. Although there is some evidence and hope that 1957 
may be marking a turning point in the financial treatment of the local 
airline industry, unless they can be relieved of the threat of having 
the capital gains which they expect to realize on that equipment con- 
fisecated, the ability of the local carriers to arrange any financing plans 
for the purchase of new, modern equipment is likely to be indefinitely 
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postponed, and the date of their subsidy-free operation correlatively 
delayed. Reciprocally, if the profits realized on the sale of this used 

uipment are available to local carriers, then they may be able to 
effectuate new financing plans for the purpose of purchasing new 
equipment. 

Even with the availability of those book profits, however, the fi- 
nancing of those reequipment programs is going to require all the 
ingenuity their managements can supply. The Senate recently passed 
S. 2229, and another committee of the Senate has before it S. 2205, 
both capable of serving as supplements to S. 1753 in assisting the 
financing of the local air carrier reequipment programs. 

It must be emphasized in any discussion of the reequipment of the 
local carriers that that a must be a program, not a hit-or- 
miss addition of an airplane here or an airplane there. Likewise, it 
must be emphasized that the financing of the reequipment program 
must itself be a financial program, not merely an improvisation here, 
an emergency measure there, or a temporary expedient somewhere 
else. Once the foundation of that program has been laid by the re- 
moval once and for all of any doubt as the availability of capital 
— to the local carriers, succeeeding steps in the program may be 
taken. 

There is 1 important amendment which I wish to urge be made to 
the bill and 1 ambiguity which I urge be resolved either by amend- 
ment or by clear treatment in the committee’s report. 

First, I vigorously urge that in lines 12 and 13 on page 2 the words 
“contracted after the effective date of this act” be deleted. They are 
not in the House bill as passed, and including them makes the bene- 
fits of S. 1753 unavailable to those carriers which have already demon- 
strated the initiative to start reequipping. 

I would like to interrupt myself there to point out that this recom- 
mendation is made on the assumption that section 2 is not in the act, 
and I made that assumption because the House had deleted it. I 
would think it would be much better to leave section 2 in the act, 
but I still think even then the words would be properly deleted. 

Senator Monroney. It is problematical just whether section 2 can 
be left in because of the very strong position taken by the Members 
who had opposed the bill last year, and in their questioning of the 
chairman of the full committee as to how he would stand in confer- 
ence on this. They prefer not to leave that in the bill. 

Mr. Fiopera. I understand that. 

Senator Monroney. You are familiar with the bill ? 

Mr. Frosere. To that extent I am. Personally, I hope section 2 
stays in the bill. In any event, I believe it is very harsh toward 
carriers who have already started reequipping, and that includes in 
my opinion carriers who have accepted delivery on equipment. I 
wouldn’t distinguish it, as was distinguished 

Senator Monronry. You are asking for more changes, because if 
= have already accepted delivery on equipment you have got to go 
back and relieve them of the purchase of new equipment. You are just 
bringing in a previously purchased without perhaps antici- 
pation of legislation of any kind. 

Mr. Fropera. All the equipment that has been acquired since the 
first of 1956 has been in anticipation of some legislation. 
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ioSenator Monroney. What do you have in mind‘ Are you tryimg'té 
reach the specific case of Allegheny ? Bi 

Mr,:FxLopere. No. Allegheny is one, Southwest another; and Mo- 
hawk the third.) Take Mohawk, for example... Mohawk has accepted 
delivery on 10 Convairs. Mohawk has led the industry in: reequip- 
ment. Mohawk has the lowest subsidy of any carrier in the local serv- 
ice industry. It has the lowest percentage of subsidy of any carrier 
in the industry. And it has paved the way for reequipment. » And 
they are heavily indebted for the payment of that equipment. 

It. doesn’t seem fair to me that if they now sell a DC-3 at a capital 
gain, they shall not be allowed to apply the proceeds of that capital 
gain to the liquidation of the debt they incurred for the acquisition of 
those Convairs. That just doesn’t seem fair tome. 

Senator Monronry. When did they acquire them ? 

Mr. F.iopere. They acquired them at various times. They acquired 
6 from Swissair within the past 2 years. 

Senator Monronry. You would have to go back to 1955? 

Mr. Fiopere. No, it was 1956 and 1957 that they made that trans- 
action, as I recall; 1 am stating it from memory. 

Senator Monroney. It doesn’t show on the tables. You are familiar 
with the tables that were put in the record ? 

Mr. Fiopere. They haven’t sold any aircraft at all. 1 am talking 
about suppose they sell one tomorrow, to pay for these aircraft that 
they have acquired. It doesn’t seem fair to me that the capital gain on 
the airplane they sell tomorrow should not be available to pay for the 
airplanes that have been delivered. 

Senator Bistz. By the same token they certainly are planning on 
expanding with an acquisition of new aircraft in the future, aren’t 
they ? 

Mr. Frosere. At the present time they have come to a punctuation 
point in their aircraft reequipment program. Certainly they will at 
some time in the future. 

Senator Brsie, I mean in the fairly foreseeable future. 

Mr. F.iosere. They have no further reequipment plans, Senator. 

Senator Monroney. But they still have their DC-3’s in their old 
equipment / 

Mr. Fropera. Yes, sir. 

Senator Monronry. And they will be replacing those, won’t they ? 
They are flying them now. 

Mr. F.iopere. They have no plans at this time to replace those. 

Senator Monroney. They will still not be losing anything when they 
sell them and buy new equipment, They will have the value there. 
Frankly, if this bill is made retroactive too far back you are going 
to lose the bill. Any time you make a retroactive clause in a piece of 
legislation you arouse a great deal of opposition. 

Mr. F.ioserc. I am not requesting that that part of it be made retro- 
active. I am suggesting that the debt part be made retroactive. 

Senator Monroney. You could sell a DC-3 5 years from now and 
pick up the final payments on the equipment bought 5 years before 
that. The purpose of this is to reequip these airlines with new aircraft. 
These people went forward in buying the aircraft without any as- 
surance that the bill would be passed, or any knowledge of the Con- 
gress. To let a sale in the future apply 5 years back to the purchase 
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I think would open it so wide that you would have a great deal of 
difficulty with the bill. 

Senator Bratz. The type of money we have been talking about, on 
the sale of old equipment, is that a rather abstract question ? 

Mr. F salads I think it would be on a small scale. I think in 
the relatively near future a couple of the DC-3’s Mohawk has might 
very well turn out to be surplus to their needs in view of the incorpora- 
tion of the Convairs into their system. Not all have been incorporated 
into their system up to now. This is a gradual process, too. 

Senator Monroney. They can put this aside. They don’t have to 
spend it on new equipment immediately. They can put it into reequip- 
ment funds as the bill provides for. 

Senator Breie. Or reinvest it within a reasonable time. I think 
there is considerable merit to what the chairman says. You don’t want 
to endanger the bill. 

Mr. F.Loserc. We don’t want to endanger the passage of the bill at 
this session. 

Second, after the word “expended” in line 19 on page 2, I suggest the 
addition of the words “or invested” ; the “expended” in line 19 parallels 
the “expended” in line 6, and I am recommending that the “invest- 
ment” in line 9 also be paralleled in line 19 so that no interpretative 
loophole may remain that would leave in doubt the status of progress 
payments, down payments, advance payments, et cetera, on new 
equipment. 

Admittedly commonsense should afford adequate protection against 
distorted interpretation, but the position of the Board staff on a simi- 
lar point in the recent Suspended Passenger Fare Increase case makes 
reliance on that protection very risky. A clear statement in the com- 
mittee’s report, so long as it clarifies the present cloudy legislative 
history on the point, may suffice instead of an amendment, but I 
urge the committee to remove any doubt. I believe Mr. Tipton 
referred to that. 

Senator Monroney. That has been called to our attention several 

times. 
. Mr. Froserc. The present financial situation of the local airlines 
is so desperate that no reasonable contribution, whether palatable 
or not, to financing the reequipment program should be ignored. Re- 
gardless of what follows on steps that are taken by the local car- 
riers, however, in developing their financial programs, whether they 
be via equipment trusts or via guaranteed loans or via other devices 
that might be suggested to the carriers or to the Congress, it must 
be borne in mind that the proceeds realized upon the disposal of 
the DC-3’s present in local air service will provide the capital that 
will be the cornerstone of the reequipment financing of any local 
carrier. 

There is no substitute in any other bill or in any other concept 
for the equity capital which must be made available in the form of the 
book profits realized upon the retirement of those DC-3’s. Similarly 


there is no substitute for an adequate margin of earnings for these 
carriers, for it is only earnings that will attract equity capital, and 
it is only equity capital than can stand at the foundation of a capital 
structure that includes senior obligations. 

In the interest both of the accelerated development of improved 
local air transportation and higher-quality service rendered to the 
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public by new flight equipment, as well as in the long-term financial 
interest of the Covvemiait itself through the acceleration of elim- 
ination of subsidy to the local airlines, we urge the favorable and 
early consideration of S. 1753 by this subcommittee and by the 
Congress. 

Senator Monroney. Have you any figures available showing the 
amount of money involved in the local service carriers ? 

Mr. Foserc. Senator 

Senator Monroney. There are 200 planes, I believe it has been tes- 
tified to, and they would run perhaps $100,000 per plane. 

Mr. Froserc. If you took simple arithmetic and said that the local 
carriers were going to realize $100,000 per plane, capital gain, which 
seems high to me Beit it is a good round number, and if they were 
going to liquidate 100 airplanes, that, would’ obviously*mean a $10 
million capital gain. Mi 

Senator Monroney. That is for the 13 feeder lines? 

Mr. Fiopera. Yes, sir. 

Senator Monronry. It doesn’t include Territorial or others? 

Mr. Frosera. No, sir. When I give you this figure, 1 don’t have 
any reason for telling you that they are going to liquidate 100. I do 
say this, though: That within 3 or 4 or 5 years I would think that 
would be a practical figure. 

‘Senator Monroney. I would think within 5 years most of-them 
would at least seek to liquidate their DC-3 fleet, because parts and 
maintenance run considerably higher each year. 

Mr. Frioperce. That is correct. In the $67 million figure that was 
discussed this morning, taken from an exhibit in the capital gains 
proceeding, there was an assumption that the DC-3 liquidated by the 
local service carriers would be somewhere on the order of that figure. 
I think it was a little under a hundred thousand dollars, to tell the 
truth. It was in that area. 

Senator Monroney. In that neighborhood ? 

Mr. Fropere. Yes, sir. Incidentally, I believe that there is going 
to be considerable difficulty in extracting from that $67 million any 
figure attributable to 1 carrier or even 1 group of carriers, because 
that isn’t the way the figure was consolidated. 

The figure was consolidated in terms of aircraft of types, and no 
actual reequipment program was included in there. This was a rea- 
sonable reequipment program, type by type. It is going to be hard 
to extract from that, even from a worksheet basis, a pmpointed figure. 
I am just saying that, Senator, so that you will reeds the difficulties 
that are tavetved. 

Senator Monroney. We are trying to get it out of those figures if 
we can. In other words, we have a rather firm figure on Pan Ameri- 
can’s reequipment. 

Mr. Fioserc. Pan American has a rider on this equipment through 
an actual reequipment program. 

Senator Monroney. $20 million, which leaves roughly $47 million 
for all the others. Your figure would come out, 100 planes at $100,000, 
- $10 million. Two hundred would probably be retired, wouldn’t 
they ¢ 

Mr. Fioserc. I would doubt that over a 5-year period. I would 
think that certainly the hundred would, and probably more than that 
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There: will:probably: be some of these DC-3’s, in service on, particular 
segments for a: long time to.come: Certainly more than 5 years. 

Senator Mongoney. And they will run as auxiliary planes on second 
sections ¢ so bibsst en 

Mr. Fuoserc. Probably. And there will be some planes particu, 
larly suited for some segments. Then the airline. will have the prob- 
lem of facing the,resolution of the question of whether a mixed fleet 
is justified or whether a single type fleet is adequate. 

Senator Monroney. So, roughly, your 13 feeder lines, according to 
your estimate, would have the replacement of 100 DC-—3’s? 

Mr. Frosere. That. is not an estimate, Senator, but I think that is 
a reasonable figure to use in calculating. 

Senator Monroney. That would be $10 million? 

Mr. Fiosere, Yes, sir. 

Senator Monroney. And if the other hundred planes were liqui- 
dated at the same time that would raise that figure to $20 million? 

Mr. Frosere. Just double. 

Senator Monronry. The totality of the replacement ? 

Mr. Frosere. It depends on the market price. We have taken 
a round figure of $100,000. 

Senator Monronry. You don’t have figures that indicate what re- 
Jation the subsidy of the feeder airlines bears to the total revenue? 

Mr. Frosere. It is about a third of the total revenue. It can be 
easily seen on page 2 of my statement, the break-even need of $24.6 
million. That gives you an approximation of it. It is about 35 
percent of total revenues for the industry as a whole. And of course 
this varies greatly from carrier to carrier. 

Senator Aomtoeee. That percentage has gone down, hasn’t it, 
since you have had permanent certification ? 

Mr. Frosere. Yes, sir, is has dropped. It has dropped tremen- 
dously in terms of units for service. It is now below 4 cents per rev- 
enue passenger-mile for the first time in the history of the industry. 
It is about 3.85 cents per revenue passenger-mile. "The gross subsidy 
bill, as was pointed out previously, has not declined for this branch 
of the industry. But the volume of service has increased tremen- 
dously. 

Senihes Monronery. Miles flown, passengers carried ? 

Mr. Fropera. Yes, sir. At the rate of 20 percent a year. When 
you base keeps getting broader, the ability to increase by 20 percent 
the broader base, indicates a very healthy growth. 

Senator Monroney. I have no further questions. Thank you very 
much, Mr. Floberg, for your appearancec here. 

The committee is in a very difficult position of trying, in the clos- 
ing days of the session, to get a bill considered that didn’t come 
to us until yesterday from the House. We realize the importance 
of action at the earlist possible time with the program in the Senate 
in the past week and getting this approved by the Committee on 
Interstate and Foreign Commerce. Whether we can make the dead- 
line is problematical. 

Mr. Fioperc. We hope so, Senator. 

Senator Monroney. Are there any further witnesses ? 

Mr. Adams, did you have some testimony ¢ 

Mr. Apams. No,sir; I submitted a letter to you. 

Senator Monroney. Mr. Hulse? 
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STATEMENT OF FRANK W. HULSE, PRESIDENT OF SOUTHERN 
AIRWAYS, INC. 


Mr. Hutse. I will be happy to submit it. 

Senator Monroney. We will be glad to hear you. 

Mr. Hutse. It is late, I know. 

Senator Monroney. We will be glad to have you read it. There 
might be some questions. 

Mr. Hutse. My name is Frank W. Hulse. I am president of South- 
ern Airways, Inc., which has its executive offices in Birmingham, Ala., 
and its general offices and principal operating base in Atlanta, Ga. 
Southern, 1 of the 13 local carriers, serves some 31 cities-in 8 South- 

eastern States, namely, Tennessee, North Carolina, South Carolina, 
Alabama, Georgia, Florida, Mississippi, and Louisiana. 

I appreciate the opportunity to appear before your committee and 
to support S. 1753 which permits subsidized carriers to reinvest cap- 
ital gains in new equipment. I believe this bill is of the utmost im- 
portance to the local service carriers and I urge prompt and favorable 
action on it. 

Since this committee is already familiar with the financial plight 
of the industry and in view of the coverage by other witnesses of the 
problem calling for enactment of the legislation, my testimony in sup- 
port of S. 1753 will be brief. 

The basic reason why legislation should be passed to enable local 
service carriers to retain capital g gains for the purpose of reinvesting 
them in the purchase of new equipment ¢ an be stated simply. 

Today it is impossible for the local service industry to obtain rea- 
sonable equipment financing. Without new and modern equipment 
the carriers cannot provide service that the public deserves or reduce 
the amount of subsidy required to sustain service to smaller com- 
munities. 

Replacement of the DC-3 with modern and efficient aircraft is 
necessary before any significant reduction in subsidy for the local 
service carriers can be achieved. This is true because the DC-3 
simply does not have the capacity to develop sufficient revenues to 
meet, operating costs on short-haul routes of the type we operate. It 
is reasonable to expect that these costs will continue to rise because 
of scarcity of spare parts and inflationary pressures. On the other 
hand, there is a fixed ceiling on the plane’s capacity and, therefore, 
on its earnings. In addition, replacement of the DC—3 with modern, 
pressurized aircraft is essential if the traveling public is to reegive 
the quality of service it deserves. 

To illustrate the extent to which the traveling public’s interest is 
involved I should like to call your attention to certain figures that re- 
flect growth in the volume of public service by our own company, 
only 1 of the 13 carriers in the industry. The following table which 
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compares the first year of Southern’s operations, 1950, with 1956 in- 
dicates the extent to which Southern’s service has increased : 


1950 1956 

| | 
Revenue plane-miles. ie habedy ‘ E 1,860,748 | 3, 515, 000 
Revenue passengers - aE, ise th sas 2 Shieh ii 38, 117 188, 500 
Revenue passenger-miles..__.____________- a eee bee 6, 565,645 | 32, 250, 000 
Passenger load factor ; . 17. 08 | 43. 80 
Mail ton-mil@s: »..--.-__.___- seasieatadlell icine Rieck Esk d-do nde -t 48, 771 103, 000 
Express ton-miles__...___..______- ; rs ah F528 } 44, 546 158, 000 


Senator Monronry. I notice that your revenue passenger-miles, 
which are the best test of the growth, have increased by shout five 
times. 

Mr. Huuse. Yes, sir. 

Last week Southern flew its millionth passenger. This is another 
indication of public acceptance of our service. 

It is worth noting that as of June 80, 1957, our balance sheet shows 
that after 8 years of operation Southern still has, primarily because 
of Civil Aeronautics Board mail pay policies, an operating deficit. 
Despite this financial record we have faith in the future of scheduled 
local air transportation. Unfortunately, however, it has been our 
past. experience and it is our belief today that the financial community 
from ae we must obtain both equity and borrowed capital does not 
share our optimism, at least not to he point of making sufficient money 
available to purchase equipment. Yet it is upon this very financial 
community we must rely if we are to replace our DC-3’s with more 
modern and more efficient aircraft in order to improve our public 
service. 

I believe that, in addition to our lack of earnings, the single reason 
most often advanced by the financial community for reluct tance to 
assist us in obtaining capital for reequipment has been the proposal 
to confiscate capital gains from the sale of our present fleet. This i is 
understandable because the most important asset which the local serv- 
ice carriers have today to help finance reequipment is capital gains 
from the sale of all or a part of their present DC-3 fleet. 

It is for these reasons that. Southern enthusiastically supports 5S. 
1753 and respectfully urges its favorable consideration by the com- 
mittee at the earliest possible time. 

Thank you for the opportunity to appear. 

Senator Monroney. Thank you very much, Mr. Hulse, for your 
testimony. 

What percentage does the subsidy bear to your total operating 
revenue ? 

Mr, Hotse. It is in the 40's, Senator. 

Senator Monroney. In the 40-percent bracket / 

Mr. Hutse. Yes, sir. 

Senator Monroney. Would there be any possibility of improve- 
ment with slight increases in your fares? I know that the loca serv- 
ice lines have a more difficult time, but in the Territorial lines *in 
Hawaii, where they enjoy almost exclusive service to the other islands, 
they got off subsidy by a slight advance in their passenger fares. 

Mr. Hutsr. I believe that their fares are considerably higher than 
those of the local carriers. In our case, Senator, we yield just about 
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6 cents. I believe the Territorial carriers develop substantially more 
than that. 

Senator Monronry. An increase in fares would not be practical to 
improve your earnings / 

Mr. Hovtse. It would be a little help, but not too much, I am 
afraid. 

Senator Monroney. Are you getting any help from the Post Office 
Department in the carriage of first-class mail ? 

Mr. Hutse. Yes, sir. However, we don’t get any additional mail 
pay as such. That is deducted. The credit that we get is deducted 
from our overall bill, as I understand it. 

Senator Monroney. Explain that. 

Mr. Hutse. For example, if we develop $500 for the carriage of 
first-class mail in the month of June, that is simply deducted from our 
subsidy bill, and we are glad to do that. We are glad to do anything 
to reduce subsidy. But we don’t get $500 extra in our paycheck at 
the end of the month. 

Senator Monronery. It does reduce the amount of the Government 
contribution ? 

Mr. Hutse. Yes, sir. 

Senator Monroney. The more mail that is put on would have the 
same effect of reducing your subsidy requirement as the more passen- 
gers that you carry / 

Mr. Hutser. Yes, sir. 

Senator Monronry. So that you could become more nearly eco- 
nomically self-sufficient if a greater portion of first-class mail were put 
aboard ¢ 

Mr. Hunse. And if we had enough capacity to handle it. 

Senator Monroney. Do you have sufficient capacity ? 

Mr. Hutse. No, sir; we do not. We have bottlenecks now where 
it is necessary under certain circumstances to off-load cargo as it is. 

Senator Monroney. If you get the new type planes then you, of 
course, would have a great deal of extra lift ? 

Mr. Hutsr. Yes, sir. 

Senator Monroney. Have you ordered any new planes / 

Mr. Huts. No, sir. 

Senator Monroney. No contracts? 

Mr. Hvtse. No, sir. 

Senator Monroney. And nothing in the retroactive part would 
affect you ? 

Mr. Hutse. No, sir. 

Senator Monroyey. As an airline? 

Mr. Hutse. It would not. 

Senator Monronry. How many planes do you operate / 

Mr. Hutse. Thirteen. 

Senator Monronry. All DC-3's? 

Mr. Hutss. Yes, sir. 

Senator Monroney. Your experience is that the operating costs con- 
tinue to mount ? 

Mr. Hvutse. That has been our experience, unfortunately. 

Senator Monronery. And your break-even load factor is what ? 

Mr. Hutse. I think we figured it is about 85 percent. 

Senator Monroney. Which is impossible to attain? 
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Mr. Hutsr. Yes, sir. We have a load factor of some thing like 50 


percent. 

Senator Monronry. Has your route been improved ¢ 

Mr. Hutse. We have wey a few minor adjustments. We have not 
had a full review of our system. That is in process at the present 
time. 

Senator Monronery. Do you anticipate getting into any large 
centers? 

Mr. Hutsr. We don’t expect too much in the way of larger centers. 
We expect the removal of certain trunkline competition, and we ex- 
pect to improve our routes in the area which we serve. 

Senator Monroney. If this bill were passed, would you then go into 


the market for new equipment ? i 
Mr. Hutse. It would have a sizable bearing on our plans for the 


future. 
Senator Monroney. Would the local financial institutions then be 


able to handle the loans if you were able to retain your earnings, or 
do you have to rely on the guaranteed loan or the equipment trust 


route? 

Mr. Hutse. I would like to answer it this way: I believe that with 
all three parts we could get the financing very easily. With something 
less than the three parts, it would be more difficult. 

Senator Monroney. Thank you very much, Mr. Hulse, for coming 


before us. 
There will be incorporated in the record at this point a statement 


submitted by Kenneth A. Lawder, treasurer of W. R. Grace & Co. 
(The material referred to is as follows:) 


STATEMENT OF KENNETH A. LAWDER TREASURER OF W. R. GRACE & Co. (FORMERLY 
ViIcE PRESIDENT AND COMPTROLLER OF PAN AMERICAN-GRACE AIRWAYS, INC.) 
WITH REFERENCE TO S. 1753 


My name is Kenneth A. Lawder. Prior to becoming treasurer of W. R. Grace 
& Co. on March 12, 1957, I was vice president and comptroller of Pan Amer- 
ican-Grace Airways, Inc. (commonly known as Panagra) and appeur here on 
behalf of Panagra in support of 8. 1753. Last year 1 appeared before this com- 
mittee testifying in support of S. 3449. On July 18, 1957, I appeared before 
the House Committee on Interstate and Foreign Commerce in support of com- 
panion legislation under H. R. 5822. As vice president and comptroller of 
Panagra I also testified in December 1956 before the Civil Aeronautics Board in 
the currently pending capital gains proceeding—docket No. 7902 as the witness 
for Panagra in that proceeding. 

Panagra pioneered the development of United States air transportation down 
the west coast of South America and across the Andes to Buenos Aires. The 
service which started as early as 1928 now involves daily operations in the 
Canal Zone and Panama and six South American countries. Panagra operates 
over its own certificated route between the Canal Zone and Buenos Aires via 
the west coast of South America. Service between the Canal Zone and Miami 
with Panagra planes is provided under interchange arrangements with other 
carriers. Last year it flew 182,034,000 passenger miles. Panagra provides a 
first-class and tourist service modern in all respects. 

Panagra operates under intensive competitive conditions. In addition to two 
other major American carriers, Panagra is confronted with competition of 
foreign-flag airlines such as BOAC (British), KLM (Dutch), SAS (Scandi- 
navian), Air France, Canadian Pacific, Aerolineas Argentinas, LAN (Chile), 
LAV (Venezuela), Avianca (Colombia), Panair do Brasil and Cruzeiro do Sul 
(Brazil), as ‘well as other national carriers, most of whom are either heavily 
subsidized, particularly with respect to the purchase of new and modern equip- 
ment, or are owned by their governments. In addition there is an ever increas- 
ing group of smaller non-IATA foreign flag carriers which operate a cut-rate 
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service. Vigorous competition is taking place between Panagra and these 
earriers. Questions of national prestige, as well as ability to obtain and retain 
traffic, are involved. To meet this competition, as well as to maintain a service 
of the character and quality required for the commerce of the United States, 
the postal service, and the national defense, Panagra constantly has had to re- 
equip. It faces unprecedented capital requirements in the immediate future in 
order to effectuate the necessary transition to jet aircraft. 

Over the years Panagra has followed a policy of constantly improving its 
services by the introduction of new equipment as new models and types became 
available. Starting with single engine Fairchilds, Sikorsky amphibians and 
trimotor Fords, Panagra has successfully operated DC—2’s, DC-3’s, DC—4’s, 
DC-6’s, and DC-6B’s. In the latter half of 1955 it placed in service the latest 
DC-7B’s. DC-8’s are on order for delivery in early 1960. To illustrate the 
improvement in service to the traveling public brought about by these changes 
in equipment, the elapsed time for a Panagra passenger between New York and 
Buenos Aires in 1946 was 4 days with the DC-3 equipment which was reduced 
to 45 hours with the introduction of DC-—4 equipment in December of that 
year, and 1957 is 22 hours. In 1960 with the advent of turbojet DC-—%8’s 
elapsed time between these two cities will be reduced to approximately 15 hours. 
This constant reequipment of the line has been necessary not only to meet 
competition of the foreign-flag carriers but, in the opinion of Panagra 
management, has been essential to the development of an operation which will 
make it possible for Panagra continually to improve the caliber of its service 
to the publie and ultimately to fly without subsidy. 

It is Panagra’s position that unless it is permitted to retain capital gains 
from the sale or other disposition of equipment so that these funds will be 
available for reinvestment in new equipment, it will be seriously handicapped 
in carrying out its obligations under the Civil Aeronautics Act. These capital 
gains are vital to Panagra’s financial strength and its ability to achieve a non- 
subsidy status which it strongly desires. They are equally vital to its ability 
{o maintain American prestige abroad and to fulfill its obligations in the de- 
velopment of our commerce, our postal service, and the national defense. 

The present situation confronting Panagra is a good case in point. To finance 
the purchase of 5 DC—7B’s, which involved a total expenditure of $12,500,000, 
Panagra, on June 10, 1954, arranged to borrow $8 million from a group of 6 
banks to be repaid over a period of 7 years starting from October 1, 1955. This 
loan has now been amortized to approximately $6,250,000. Competition and 
technological developments made it necessary early in 1956 for Panagra to 
contract for the purchase of 4 DC-S jet aircraft at a cost of $25 million for 
delivery in early 1960. This additional substantial capital commitment must be 
financed, while at the same time providing for the retirement of the $6,250,000 
still outstanding on the credit arranged to finance the DC-7B’s. This is a total 
obligation, therefore, of approximately $31 million, an enormous commitment 
for a small airline which has a net worth of less than $15 million. 

With these commitments made and obligations outstanding, the proposal of 
bureau counsel in the pending capital gains proceeding before the Civil Aero- 
nautics Board (Docket No. 7902), would deprive Panagra and other subsidized 
carriers of an important source of capital on which they have relied in the past 
and on which they must rely even more heavily in the future. A serious blow 
would thus be dealt to their financial strength and most difficult obstacles placed 
in the way of carrying out the reequipment programs so essential to their con- 
tinued growth and development. 

While I am sure it must be obvious to you gentlemen why an international 
carrier such as Panagra must “under honest, economic and efficient manage- 
ment” reequip I would nevertheless like to summarize four principal reasons. 
These are: 

1. It must compete not only with United States flag carriers but with foreign 
flag carriers whose governments for reasons of national prestige and commerce 
render every facility to their carriers to enable them to acquire and operate 
the newest and most modern equipment ; 

2. It must continuously improve its service with faster, safer, more efficient, 
more appealing, and more economical types of equipment if ultimately it is 
to get off subsidy; 

3. It must maintain the prestige of the United States in the foreign countries 
it serves; and 
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4. It must maintain a commercial air transport fleet at the highest possible 
peak of efficiency through the purchase of the most modern equipment available 
to meet its national defense obligations. 

These are not mere theories, they are realities which mean life or death, and 
which make or break an airline. 

Reequipment is essential to preserve Panagra’s competitive position, particu- 
larly vis-a-vis foreign flag carriers. There are more than 30 foreign carriers 
which either directly or through interline tie-ins compete with Panagra. Many 
of these carriers are heavily subsidized by their governments (some in fact are 
government-owned) and are thus enabled to maintain a highly efficient opera- 
tion with modern equipment. In 1953, when Panagra ordered its DC—T7B's, 
foreign carriers serving South America had Comets and 1049G Constellations 
on order. Again in 1956 it became clear that these carriers were preparing 
to introduce jet aircraft at the earliest possible date. It is Panagra’s objective 
te keep up with, if not ahead of, the improvements in equipment of these com- 
peting foreign carriers. To stand still in the commercial air transportation 
business is to fall behind—behind both United States flag and foreign com- 
petitors, and behind in serving the needs of the traveling public. 

Panagra and other international carriers know from experience how im- 
portant it is for the United States flag service to maintain its reputation abroad. 
Immediately after World War II, when reequipment was badly needed but 
necessarily delayed, serious complaints were heard of the lack of new, moderi 
equipment and services. An international carrier depends heavily on the good- 
will of the countries it serves. It loses that goodwill if it does not offer the 
most up-to-date service. This consideration has become particularly important 
in view of the great improvements in speed and service forecast for the jet era. 
Reequipment for the jet age is necessary and will create an unprecedented 
financing problem for the carriers. The price of progress in aviation tech- 
nology is ever more costly equipment. Illustrative of both the progress and 
the price increases is the following roster of aircraft flown by Vanagra from 
the first single engine Fairchilds in 1928 to the jets on order for 1960. 


Aircraft type Year Unit cost 
Fairchild FC-2, Lockheed Vega, tone and Loening 626- _..| 1928-30 | $14, 000- $25, 000 
Ford Tri-Motor 5, ATC.. } 1920 | 67,000- 70,000 
Sikorsky, S-38_. Bhgads oo¢aayso ; 1930-31 | 50,000- 53, 000 
Douglas, DC-2.___- es : | 1934-35 89,000- 87, 000 
Sikorsky, S-43__ Lice: ‘ . 1936 106, 000— 126, 000 
Douglas, DC-3 and DO-3A - ole as ; | 1937-41 112,000- 131,000 
Douglas, DC-4__- eed , 1946-48 262, 000—- 351, 000 
paan oon ee f 1947-49 655, 000- 921, 000 
Douglas, DC-6B._._._._____- ; . ¥ | 1952-54 1, 148, 090-1, 296, 000 
Douglas, DC-7B_____...__- ahead si ; ct 1955-57 | 2, 087, 000-2, 200, 000 
Douglas, Me ae ek tae : : _..| 1960 5, 300, 000 





1 On order. 


It is true that carriers are now selling used equipment at prices above the 
depreciated book value. However, the so-called capital gains resulting cannot 
be treated separate and apart from the mounting capital needs for the purchase 
of new equipment. Unless a carrier is going out of business it must reequip 
simultaneously with the disposal of used equipment. The sale of the old and 
purchase of the new are thus one inseparable transaction. 

It igs obvious to anyone familiar with the trend of prices that the resale value 
of used aircraft is in part influenced, as is the price level of other capital and 
consumer goods, by the effect of inflationary factors, as well as by the current 
demand for aircraft. Thus, it must be recognized that the so-called capital gains 
realized from the sale of used aircraft reflect to a very large extent the changing 
value of the dollar. Likewise, the spectacular rise in the cost of new aircraft 
results not only from the revolutionary advance in science and technology but 
also from the effect of inflationary factors on the price level. Furthermore, an 
efficient carrier in an expanding market must not only replace its old planes with 
better ones, but must periodically increase its capacity, thereby further increas- 
ing equipment investment. 

The so-called capital gains, even when reinvested in new equipment, do not 
come near to meeting the ever-spiraling new equipment costs. It is a well- 
established fact that even though a carrier sells its older aircraft at a profit, 
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the proceeds of that sale plus funds accumulated from depreciation accruals are 
not sufficient to cover the purchase price of the new equipment. For example 
the cost of jets is many millions of dollars more than we can possible expect to 
realize from the sale of old equipment to be retired from service, and a vast gap 
remains even when the funds accumulated from depreciation accruals are added. 
It is unsound and unfair to look only at the book profit on the old equipment 
and to ignore the substantial replacement deficit resulting from the whole trans- 
action. 

Yo do its part to meet the unprecedented reequipment problem, Panagra has 
been prepared to reinvest in its business a substantial portion of its profits, to 
apply all the proceeds from the sale of old equipment to the purchase of new, 
and to secure new financing that will be required on a sound basis. 

During the past 7 vears (1950 through 1956), when for the first time retire- 
ment gains became significant, Panagra has paid out as dividends only 34.5 per- 
cent of its net profits from operations. The remaining 65.5 percent of the net 
profit from operations plus all capital gains from the sale of used equipment 
have been retained in the business and invested in the purchase of new equip- 
ment. During this period, major capital expenditures amounted to some $19 
million. 

Panagra was able to secure financing for the purchase of the DC—7B’s on 
the representation that the proceeds from the sale of the DC—G’s being replaced 
would be available to cover a part of the purchase cost. On this assumption, 
made while on a closed mail rate, Panagra was able to obtain a bank credit of 
$8 million toward the financing of the total program (which amounted to ap- 
proximattely $12.500,000) on what were probably the most favorable terms that 
had been extended to any airline up to that time, namely: 

1. A standby credit for a period of approximately 16 months, June 10, 1954, to 
October 1, 1955. 

2. A 7-year amortization period starting after the new equipment had been 
placed in revenne operation as compared with the normal period of 5 years pre- 
viously granted airlines. 

3. An interest rate of 34 percent. 

To finance the jet program Panagra as well as other subsidized carriers will 
need to be able to show their bankers and investors that capital gains will be 
available to finance, in part, the substantial requirements for requipment in 
the years immediately ahead. A subsidized carrier can do just so much to 
meet the immense problem of financing reequipment in the jet age. It needs 
the understanding and support of Government if the development purposes of 
the Civil Aeronautics Act are to be fulfilled. I feel certain that Congress never 
intended that the Civil Aeronautics Board should handicap a subsidized carrier 
in obtaining the substantial amounts of additional capital that will be required 
to finance the jet programs. Yet this is precisely the effect of the policy pro- 
posed by CAB bureau counsel in the capital gains proceeding (CAB Docket No. 
7902). 

Instead of undermining the valid bases on which sound financing of reequip- 
ment is possible the CAB should recognize the need of the carriers to keep capi- 
tal gains for the purpose of reinvesting in new equipment. To accomplish this 
a directive from Congress is necessary. This is exactly what the provisions of 
S. 1753 are designed to do. 

It would give carriers such as Panagra the assurance that is needed to con- 
tinue their programs for modernizing their equipment and, at the same time, 
protect the interests of the Government and the public. In supporting this leg- 
islation neither Panagra nor any other subsidized carried is seeking a “‘wind- 
fall” or double payment by Government. It is simply inaccurate to say that the 
Government ‘through subsidy payments has already paid for the aircraft by the 
recognition given in mail pay to depreciation for wear and tear as an item of 
expense. To say that planes have been purchased by Government subsidy is to 
attribute subsidy to one item of a number of expense items which create the 
need. Since Panagra’s own revenues have been sufficient to cover the depreci- 
ation expense it would be just as reasonable and valid to say that this item 
has not been met by subsidy at all. 

Furthermore, as I have already pointed out, the so-called capital gains repre- 
sent in large part adjustment in the dollar value of capital assets to compensate 
for the effect of inflation on the purchasing power of the dollar. How can it 
logically or equitably be said that so-called capital gains brought about in large 
part by inflation create a duplicate payment by Government and thus result 
in excessive subsidy? I know of no allowance in the mail-rate determinations 






















































1386 REINVESTMENT OF CAPITAL GAINS BY AIR CARRIERS 


for the element of inflation. The depreciation that has been taken into account 
has been based solely on original cost. This has been wholly inadequate to re- 
cover at the end of the life of the equipment the number of postinflation dollars 
required to replace the identical equipment, let alone to purchase newer and 
more complex aircraft. 

Even this misses the essential point. The subsidy is designed to meet the 
carrier’s need for sufficient earnings to enable it under honest, economical, and 
efficient management to provide a fair and reasonable rate of return on the 
investment employed. I have shown that Panagra must be able to reinvest 
its retirement gains in order to assist in financing the reequipment program 
necessary for the jet age. For a precedent in a regulated subsidized industry 
one need only refer to the administration of the Maritime Act under which 
capital gains from the sale or other disposition of subsidized vessels are ex- 
cluded in computing the operator's allowed and allowable earnings. The steam- 
ship companies (also confronted with the ever-increasing cost of reequipping) 
are permitted to retain capital gains from the sale or other disposition of sub- 
sidized vessels in their capital reserve funds for the express purpose of assist- 
ing in financing their replacement programs in order to further the objective 
of keeping the American merchant marine fleet modern and up to date through 
a continuing reequipment program. The air transportation industry has the 
same problem, only to a greater extent because of the tremendous technological 
progress in the aviation industry. 

Panagra does not believe that the capture of these retirement gains is eco- 
nomically sound from either the Government’s or the carrier’s viewpoint. 
Accordingly, because of the facts of our economic life, because Congress clearly 
intended that international carriers such as Panagra should be enabled to keep 
up with their foreign competitors and with the technological progress in the 
industry, I submit that the Board can best carry out its duties under section 2 
and 406 (b) of the act through a policy of permitting the retention of retirement 
gains on a demonstration by the carrier that it has reinvested or will reinvest 
in new equipment, within a reasonable period of time, any retirement gains 
realized from the sale of old equipment. The enactment of S. 1753 will provide 
the CAB with what it needs—a clear-cut expression of congressional policy with 
respect to capital gains. Under a policy such as that proposed in S. 1753 the 
CAB would continue to exercise control over the situation; also the funds ¢or- 
responding to capital gains will be earmarked in a special fund for the specific 
purpose of equipment replacement. Carriers will have little difficulty in meeting 
this test in most instances, but with the aid of a bill such as S. 1753 they will 
have a clear-cut declaration of policy which is needed in order to plan intelli- 
gently for the long-term financing of new equipment. On behalf of Panagra I 
urge enactment of S. 1753 as a sound and necessary step in furtherance of our 
declared national policy for the development of air transportation. 


Senator Monroney. If there are no other witnesses we will include 

in the record several communications endorsing the bill. 

Mr. Murrny. We have a letter from a very distinguished former 

member of the Civil Aeronautics Board, Mr. Joseph P. Adams, the 

general counsel and executive director of the Association of Local and 

Territorial Airlines, endorsing the bill. 

Also, a communication from the AFL-CIO, endorsing 8. 1753. 

Also, a telegram from Mr. Laddie Hamilton, president of Ozark 

Air Lines, likewise recommending enactment. 

(The documents referred to are as follows :) 

ASSOCIATION OF LOCAL AND TERRITORIAL AIRLINES, 
August 14, 1957. 


Hon. A. S. MIKE MONRONEY, 

United States Senate, Washington, D. C. 

Dear SENATOR MonrONEY: This will advise you that the member carriers of 
this organization have been fully advised on the date and place of the hearing 
on S. 1753, set by your subcommittee for 10 a. m., Friday, August 16. I hereby 
request that permission be granted for the personal appearance and testimony 
to be given by Mr. Laddie Hamilton, president of Ozark Air Lines, on behalf of 
the Association of Local and Territorial Airlines and Ozark. Other member 
carriers by a telegram or letter will acquaint you of their support of 8. 1753. 
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Please be advised further that this association on May 8, 1957, at a duly held 
meeting of the members and officers, adopted a resolution in full support of 
S. 1753 and the companion bill, H. R. 5822. 

Once again permit me on behalf of the members of ALTA to thank you and 
your colleagues on the Senate Aviation Subcommittee for the splendid accom- 
plishment in the passage of S. 2229. 

Best personal regards, 
JOSEPH P. ADAMS, 
General Counsel and Executive Director. 





[Telegram] 


LAMBERT FIELD, Mo., August 15, 1957. 
Hon. Senator A. 8S. Mike MONRONEY, 
Senate Interstate and Foreign Commerce Committee, 
Washington, D. C.: 

Regret last-minute business demands make impossible personal appearance 
your committee Friday morning as per request made by Joseph P. Adams, 
general counsel of the Association of Local and Territorial Airlines. Your 
holding hearings at this time is appreciated and on behalf of Ogark Air Lines 
wish to state for the record that passage of 8S. 1753 is of greatest urgency and 
necessity to continue economic progress of local service airlines. This supple- 
ment to my appearance and testimony before your committee, Senator Bible 
presiding, on similar hearings held in 1956. 

LADDIE HAMILTON, 
President, Ozark Air Lines, Inc. 





STATEMENT OF GeEoRGE D. Ritey, AFL-CIO LEGISLATIVE REPRESENTATIVE, ON 
S. 1753, Aueust 15, 1957 

This statement is in support of the intent on §. 1753, to permit reinvestment 
of proceeds from sale or disposition otherwise of flight equipment owned by 
commercial airlines in acquiring new flight equipment on the basis of capital 
gain. 

A similar bill, H. R. 5822, is scheduled for action this week in the House. 
Karly action by your own committee will hasten the bills toward enactment 
this year. 

As in the case with the guaranteed loan legislation to facilitate the acquisi- 
tion of flight equipment, S. 1753 will go far in encouraging the airlines to dis- 
card outdated craft in favor of speedier and more modern reequipment. This 
fact should lead to substantially better revenues and even to improved net 
earnings. 

The result also will include greater ability to grant more realistic working 
conditions and benefits to members of our unions in the civilian aviation in- 
dustry. Also, our unions in the manufacture of aviation equipment can be 
benefited through new orders placed by these companies. 

Civilian aircraft is more costly than ever before, because of the tremendous 
number of constantly improved devices necessary to safe and efficient opera- 
tion. Reinvestment by air carriers of proceeds from sale or disposition other- 
wise of certain operating property and equipment will enable airlines to step 
into the jet age with a firmness which is needed to provide the competition 
to which the traveling public is entitled. 

We hope the committee will move the bill to the calendar without delay and 
without modification. 


Senator Monroney. I have a telegram in my office from Nick Bez, 
recommending approval of the bill. 


[Telegram] 


SEATTLE, WASH., August 16, 1957. 
Senator A. S. MONRONEy, 
Senate Office Building, Washington, D. C.: 


Regret circumstances beyond my control prevent me from being in Washing- 
ton, D. C., today to testify before your committee. As chairman of the Asso- 
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ciation of Local and Territorial Air Carriers I wish, to strongly endorse the 
proposed capital gains legislation. Also, as president of West Coast Airlines, 
Inec., I sincerely hope for favorable action on this vital and important legislation. 
Nick Bez. 
Senatcr Monronry. Also, there will be printed in the record a state- 
ment of Chicago Helicopter Airways, Inc. 

(The statement referred to follows :) 


STATEMENT OF CHICAGO HELICOPTER AIRWAYS, INc., IN Support oF 8S. 1753 


Chicago Helicopter Airways, Inc., is the certificated scheduled helicopter 
earrier operating in the Chicago area. Prior to August 20, 1956, the company 
operated under the name of Helicopter Air Service, Inc. 

Effective August 6, 1956, the company’s Operating authority was renewed 
for a period of 7 years until August 6, 1963. Also, the company was author- 
ized to engage in the carriage of passengers in addition to property and mail. 
Authorization was granted to engage in the transportation of persons, property, 
and mail with rotary-wing aircraft between any points within a 60-mile radius 
of O’Hare Field, Chicago. 

The company now operates 12 helicopters. Six of them are Bell 47G’s which 
are engaged in the carriage of mail on suburban segments extending throughout 
the Chicago area. The other 6 helicopters consist of 3 S—535 7-passenger ships 
and 3 recently acquired S—58 12-passenger ships which are being used in pas- 
senger service between Midway Airport and O'Hare Field and between these 
2 airports and the Chicago Loop. 

The eventual plan of the company is to extend helicopter passenger service 
out to the various suburban areas which the company is authorized to serve 
under its 60-mile operating authority. This will involve replacement of the 
Bell 47G helicopters with larger ships and the ultimate acquisition of many more 
helicopters than anything presently envisaged. 

One factor which sets the certificated helicopter carriers apart from all other 
subsidized air carriers is the fact that the helicopter carriers will have to 
reequip much more frequently. This is because helicopters are in much more 
of a developmental stage than conventional aircraft used by the other subsidized 
carriers. One of the principal helicopter manufactures testified in this com- 
pany’s CAB renewal case (docket No. 6600 et al.) that “as an industry * * * we 
are just beginning * * * we have just scratched the surface in respect to devel- 
oping the helicopter and applying the helicopter.” 

A carrier acquiring a new fleet of fixed-wing aircraft can anticipate a service 
life for new ships perhaps twice as long as the life of a new helicopter fleet. 
One of the announced functions of the helicopter carriers is to acquire and oper- 
ate new types of helicopters as they become available and thus, through actual 
operating experience gained with new-type ships, to help bring about develop- 
ment and advancement of the helicopter art to the point where helicopter trans- 
portation will be more economical than at present. 

This capital gains bill, S. 1753, is vital to the helicopter carriers because these 
carriers will be going to the money markets much more frequently for reequip- 
ment funds than other subsidized airlines, and carriers which must obtain 
financing most frequently are those in the greatest need of favorable conditions 
to help induce the attraction of money. 

The retention and reinvestment of capital gains which this legislation would 
permit will be an important and indispensable source of funds which the heli- 
copter carriers must be able to retain for the acquisition of new equipment. 

In reequipment programs to come, capital gains from the sale of existing fleets 
may be the primary source of meeting downpayments on new helicopters. and 
may constitute the equity base which is absolutely essential to financing the 
remainder of the cost of new fleets. 

Inflation seems to have become a part of our economy. The same inflationary 
conditions which enable a carrier to realize substantial capital gains on the 
sale of its existing equipment are the very conditions which contribute to in- 
flating the cost of new equipment to price levels several times the cost of the 
old equipment being replaced. Capital gains realized on the sale or retirement 
of existing equipment are not “windfalls” to the carriers, but are their main 
protection against the inflated cost of new equipment. During a period when 
the dollar is stable, funds equal to depreciation accruals are suflicient for replace- 
ment of equipment. But, in an inflationary period, the original cost, which is 
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all that depreciation returns, is insufficient to provide for replacement by the 
amount by which the dollar has deteriorated in value since the equipment was 
acquired. It is this “gap’’ which capital gains help to fill, and these carriers 
should be allowed to retain capital gains as an offset to inflation, just like every 
other industry and every other public utility in the country. 

The Government already takes 25 percent of all capital gains through taxes, 
and the 75 percent which a carrier may now retain is generally inadequate to 
make up the difference between original cost and ever-increasing reproduction 
cost. 

It is believed that the greatest saving in subsidy can be achieved by permitting 
the subsidized carriers to retain capital gains for reequipment purposes, so that 
they will have the maximum opportunity te improve their service as well as 
their efficiency. Allowing these carriers to retain and reinvest their capital 
gains should be viewed as an investment today in subsidy reduction tomorrow, 
which will achieve a larger reduction in the future than could be realized now 
by a shortsighted policy of recapture. 

There are national defense and civil defense reasons why it is especially 
important for the helicopter carriers to be able to retain and reinvest capital 
gains for their frequent reequipment programs. 

One of the principal reasons why Chicago Helicopter Airways, Ine. was orig- 
inally certificated by the Board back in 1948 was stated by the Board as follows: 

“* * * further development of the helicopter and the experience to be gained 
from the operation is desirable in the interest of national defense.” 

ae * * ok * * = 


“The interest of the military in the operation is abundantly clear not only 
from its active participation in this proceeding but also by reason of the fact 
that military helicopters were made available to the Post Office Department for 
conducting a test operation in the Chicago area. The Air Force and the Navy 
urge certification of the service, emphasizing the value of the helicopter in mili- 
tary operations and the assistance which the operation would give by providing 
a valuable background of experience and building a nuclei of trained flight, 
maintenance and engineering personnel as part of an emergency reserve for 
defense” (9 CAB 687, 690). 

In this company’s recent renewal case before the CAB, military officers 
appeared and testified on behalf of the Air Force, the Army, and the Navy under 
instructions from the Secretary of Defense. Their testimony so strongly sup- 
ported scheduled commercial helicopter service as an aid to military helicopter 
operations that the CAB examiner made the following findings : 

“In this proceeding representatives of the Department of Defense appeared 
and supported helicopter service for the Chicago area. Their testimony reveals 
that direct and significant contributions to national defense have been made 
by H. A. S.* * * Data on operations in [Chicago’s] high wind conditions have 
been valuable to the Navy in the developing of techniques for the operation of 
helicopters in similar high wind conditions off aircraft carriers * * * The record 
in this case depicts many instances where the experience of H. A. 8S. has been 
beneficial to helicopter operations conducted by the military.” 
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“If helicopter service in Chicago is not continued it will have an adverse 
effect on the military helicopter program.” 

These findings were adopted by the Civil Aeronautics Board in the final 
decision in the renewal case. 

Everything of consequence that the helicopter carriers learn about every type 
of helicopter they operate is funneled to the military and to the manufacturers 
of military helicopters. The military is in the process of acquiring over a half 
billion dollars worth of new and advanced-type helicopters. In order for the 
certificated helicopter carriers to continue to serve the military in the future 
in the same way they have in the past, it is necessary for them to go to larger 
and improved-type helicopters similar to what the military will be operating. 

If the ability of the helicopter carriers to reequip were to be impaired by the 
recapture of gains realized from the disposition of existing fleets, the value 
of the helicopter carriers to the military would be impaired and the military 
helicopter program would be adversely affected. 

Civil defense considerations also require that the helicopter carriers be able 
to reequip with helicopters having larger passenger carrying capacity. In this 
company’s renewal case before the CAB, the coordinator of the Chicago Civil 
Defense Corps testified to the need for larger helicopters “capable of carrying 
n number of passengers in and out” including “rescue workers * * * medical 
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people * * * doctors needed for emergency operations [and] getting top level 
people out during the dispersal stage.” 

The Civil Air Policy Report of 1954 states that: “In future consideration 
of subsidy support for [metropolitan helicopter] services, the Board should give 
appropriate weight to the value of such services to civil defense.” 

The CAB Examiner found, and the Board adopted his finding, that “* * * it 
is manifest that continuation and expansion of helicopter service in the Chicago 
metropolitan area will serve civil defense interests.” 

Hence, impairment of the ability of the helicopter carriers to obtain larger 
passenger-carrying helicopters, which could result from the recapture of capital 
gains, would be contrary to the interests of civil defense. 

The problem of a helicopter carrier, admittedly engaged in an experiment, in 
obtaining new capital for reequipment purposes is a serious one, and the problem 
will become more aggravated in the future as these carriers make repeated re- 
turns to the source of capital to finance their frequent equipment turnovers. 
The helicopter carriers will need every resource at their command in order to 
finance the successive equipment transitions that they will undergo in the next 
few years as they go from one type of equipment to another in search of more 
economical and efficient helicopters. The ability of the helicopter carriers to 
finance their first couple fleets during the early stages of their operations must 
not be confused with the situation that will confront these carriers several years 
hence when the glamour of this new dimension in aviation has worn off. Then, 
the raising of new capital will become much more difficult, and the repeated 
oeceasions on which financing will be required as equipment turnovers occur will 
tend to detract from the attractiveness of the investment. 

It is believed that recapture of capital gains from the helicopter carriers would 
seriously jeopardize the ability of the carriers to finance the equipment experi- 
mentation which they have been created by the CAB to conduct. 

Moreover, such recapture would strike at the integrity of a carrier’s owner- 
ship of its property and equipment. A carrier’s equity in its property and 
equipment would be impaired because whenever the true value was sought to be 
realized upon a sale thereof, the carrier would keep the proceeds only to the 
extent of net book value and the remainder would be seized by the Government. 

Under such circumstances, lending institutions would be loath to take as 
security for a loan, equipment which had any such strings or complications 
attached to it, especially in a competitive money market where loans without 
such entanglements could be made. Loans are based on underlying equity, and 
any recapture plan would inevitably impair a carrier's equity and therefore its 
ability to borrow money. 

Once it is concluded, as it must be, that the helicopter carriers must be able to 
retain any realizable gains on equipment sales in order to run the helicopter 
equipment gauntlet that looms in the future, the need for enactment of this 
capital-gains legislation, as proposed in S. 1753, becomes apparent. 

A recapture policy and the impairment which it would impose on the helicopter 
carriers would be contrary to the long-standing policy of the Government which 
favors sunport and encouragement of helicopter development and utilization. 

The Air Coordinating Committee’s helicopter study in 1951 recommended sup- 
port of the helicopter carriers : 

“* * * in view of the past and potential contributions made to the commerce 
of the United States, the postal service and the national defense, and in view 
of the excellent prospects for the future use of larger and more economical 
helicopters, capable of carrying passengers and cargo and thus reducing the cost 
of the operation to the Government in the form of mail pay.” 
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“Continued encouragement should be given the present metropolitan area 
helicopter services * * *. These services * * * have contributed substantially 
to advances in the helicopter art * * *.” 

The Civil Air Policy Report of 1954 “reaffirmed” the “Government’s policy” 
on helicopters previously set forth in the 1951 ACC study, and again recommended 
that: 

“Experimental metropolitan helicopter services should continue, to the extent 
required by public convenience and necessity, to receive the support of the Civil 
Aeronautics Board and the Post Office Department.” 
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As a leading helicopter manufacturer has testified, we have “just seratched 
the surface” in developing and applying the helicopter. There is no question but 
that equipment gains must be left with the helicopter carriers for use in helping 
to bring about the development which our governmental policy seeks to attain. 
S. 1753 will achieve this much-needed result and we urge the passage of this 
legislation. 

This statement is concurred in by New York Airways, Inc., a certificated heli- 
copter operator in the New York area. 


Senator Monronery. If there are no further witnesses the hearing 
will be adjourned. 


(Thereupon, at 5:20 p. m., the subcommittee was adjourned.) 
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